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Preface

The outlook for the Finnish economy has 

weakened considerably over the past six 

months. The causes are partly traditional and 

partly exceptional.

Fading growth elsewhere in Europe and in 

the United States is undermining Finnish 

exports. The long-sustained boom in the con-

struction industry is petering out at the same 

time as the upward trajectory in house prices. 

Higher prices for oil and other commodities is 

cutting into households’ real purchasing power 

and pushing up the costs for businesses.

One exceptional factor is the contraction 

of forest industry output, partly because of 

difficulties in getting supplies of roundwood 

due to the duties imposed on roundwood 

exports from Russia. The effects of this have 

now been taken into account in the forecast.

As economic growth slows, employment 

growth is coming to a halt and unemployment 

is becoming stuck at just over 6%. This is still 

high compared with the other Nordic countries.

Inflation, driven by rising energy and 

commodity prices, has reached record levels. 

The pace at which wages and unit labour costs 

have been rising in Finland has been relatively 

high compared with the rest of the euro area. 

Inflation could, however, slow down again 

fairly quickly, provided commodity prices do 

not take off again and the pace of wage rises 

slows significantly as economic growth 

weakens.

The fundamentals of the Finnish economy 

remain strong. The general government budgetary 

position is healthy. The banks are solid. The prof-

itability of non-financial corporations in Finland 

has been strong for several years. Households’ 

real disposable income and consumption are 

continuing to grow relatively steadily, bringing 

stability to the entire national economy.

If, as forecast, the waves generated by the 

financial crisis begin to gradually die down 

around the world, economic activity in 

Finland’s most important export markets will 

begin to strengthen again next year, providing 

stimulus for the Finnish economy. The forecast 

for 20�0 is for a return to growth of over 2%.

Although the basic picture presented by 

the forecast is relatively reassuring despite the 

slower pace of growth, there are risks that 

should be borne in mind. In respect of 

economic growth, the most significant of these 

is the uncertainty on the financial markets. The 

problem has grown in magnitude during the 

course of the autumn, a fact reflected at present 

in a renewed rise in risk premia and fall in 

share prices.

The forecast sets out from the basic 

assumption that the financial market disturb-

ances will be temporary and there will not be a 

worldwide credit slump. Finland could not 

avoid the negative consequences if the United 

States and Europe were to drift into a clear 

recession with the consequent slowing of 

growth in Russia and China.

Finland’s resistance is weakened by the 

level of household indebtedness and the rise in 

costs faced by the business sector. A fall in 

house prices coupled with a weaker 

employment outlook could encourage 

households to save, whereupon consumption 

growth would be weaker than forecast. High 

pay rises relative to the rest of the euro area 

will impose a cost burden on Finnish employers 

if export demand begins to decline. The 

negative employment impact would be seen 

fairly soon, particularly if the decline in export 

demand were thought to be permanent.

The unexpectedly rapid rise in prices 

during the course of the present year increases 
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the risk of a wage and prices spiral. The rise in 

fuel prices is due to factors external to Finland. 

It means a transfer of income from Finland to 

the oil-producing countries. The higher fuel 

prices cannot be compensated by higher pay 

settlements, because there is no corresponding 

value added in the Finnish economy.

The large nominal increases in the last 

round of pay agreements cannot become the 

norm for future rounds. This is particularly 

important in a situation of declining economic 

performance and where there is a risk the trend 

in the economy could turn out to be even 

weaker than forecast. According to a model 

calculation, the raising of wages and prices on 

the basis of past inflation combined with a 

related upward shift in inflation expectations 

would depress GDP and consumption and 

undermine employment.

Finland’s public finances are at present 

exceptionally robust. The general government 

surplus will, however, begin to decline rapidly 

after the end of the present year due to the end 

of the cyclical upswing, cuts in taxation and the 

growth in expenditure pressures that can be 

expected to begin in a couple of years as a 

consequence of demographic ageing. According 

to the forecast, the central government surplus 

looks likely to be eroded almost completely 

during the forecast period. A stronger-than-

forecast weakening in the performance of the 

economy would push central government 

finances back into deficit for the first time since 

�999.

Planned tax cuts are the largest single 

factor that will cut into the central government 

surplus during the forecast period. Tax cuts on 

earned income are, as such, well founded in a 

situation where there is a tight labour market 

and problems in getting raw materials. The 

continuation of a taxation policy supportive of 

labour supply is extremely important at the 

present juncture, with the baby-boom 

generation facing the decision of whether or not 

to carry on in working life.

The cutting of tax on earned income is, 

however, dependent on its not endangering the 

sustainability of public finances. There is still a 

need for mechanisms to ensure that public 

expenditure remains under control in the years 

ahead. Public funds must be directed into 

projects that can bolster economic growth and 

employment and help keep public expenditure 

under control in the long term. At the same 

time it is important to ensure the tax base is not 

undermined by different forms of targeted tax 

relief. A broad tax base and control of 

expenditure can create scope for cutting taxes 

on labour. Unnecessary complication of the tax 

system should be avoided.

A comprehensive integration of taxation 

and social insurance systems and the addition 

of greater incentives are needed in order to 

secure strengthening of the financial position  in 

general government. Improved productivity is 

the key to securing the future viability of public 

services. This can be fostered most effectively 

by defining clear objectives for the efficiency of 

public service production and targeting 

resources more efficiently in pursuit of these 

objectives. New ways of organising work 

should be supported in all ways possible. A 

professionally skilled personnel will play a key 

role in this process.

�9 September 2008



Economic outlook 2 • 2008 � 

Bank of Finland forecasts

This special issue of the Bank of Finland Bulletin 
presents the Bank’s macroeconomic forecast, which 
is prepared in the Monetary Policy and Research 
Department at the Bank. The forecast report 
examines recent developments in the economy and 
the outlook for the present calendar year and the 
next two years ahead. The forecast itself describes 
the most probable trends in the economy, while a 
risk assessment included in the report discusses 
uncertainties relating to the outlook.

The forecast report focuses on the Finnish 
economy, while also presenting the Monetary 
Policy and Research Department’s assessment of 
future trends in the international economy, on 
which the Finnish forecast is based. The forecast 
assumes that interest and exchange rates will 
develop in line with market expectations.

The forecast for the Finnish economy and the 
related risk assessment are prepared using a macro
economic model developed at the Bank of Finland 

plus a large body of other data and assessments on 
the direction of the economy.�

The Bank of Finland publishes its macroeco
nomic forecast twice a year, in spring and autumn, in a 
special issue of the Bank of Finland Bulletin. It also 
participates twice a year in preparation of the 
Eurosystem forecast for the euro area as a whole.� The 
European Central Bank also publishes summations of 
the Eurosystem forecasts in the June and December 
editions of the ECB Monthly Bulletin.

� The model is presented in ‘Aino: the Bank of Finland’s new 
dynamic general equilibrium model of the Finnish economy’, an 
article by Juha Kilponen, Antti Ripatti and Jouko Vilmunen 
published in the Bank of Finland Bulletin �/2004, and in ‘Labour 
and product market competition in a small open economy − 
Simulation results using a DGE model of the Finnish economy’, 
another article by Kilponen and Ripatti published as Bank of 
Finland Discussion Paper 5/2006.

2 The Eurosystem comprises the European Central Bank plus the 
national central banks of countries in the euro area, including the 
Bank of Finland.
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In 2007, Finland’s GDP grew 4.5% from the 
previous year. Economic activity was strong and 
there was rapid improvement in employment. 
According to survey data, there began to be a 
shortage of skilled labour. The new round of 
collective agreements brought a considerable accel
eration in labour costs towards the end of the year 
due to the much higher pay rises negotiated in 
many sectors. At the same time, problems emerged 
on the international financial markets that cast a 
shadow over the outlook for world growth.

The Bank of Finland forecasts a marked decel
eration in the pace of economic growth in Finland 
over the next few years. The estimate for GDP 
growth is 2.�% in 2008 and �.�% in 2009. Fading 
growth in the world economy and weakening com
petitiveness in domestic output will cut growth in 
Finnish exports. The weaker outlook for exports 
and the rising cost of finance will lead to a cut in 
investment. Rapid inflation will erode some of the 
growth in household puchasing power at the same 
time as high interest rates restrict consumption. 
Moreover, the rapid rise in labour costs will bring 
to an end the sustained upward trend in 
employment. By 20�0, we estimate the problems 
on the financial markets and the cyclical bump in 
the world economy will be over. In consequence, 

Finnish GDP growth should also accelerate, to 
2.�%. At the same time, however, the workingage 
population will begin to contract, which will 
somewhat dampen prospects for growth.

Inflation in 2007 was �.6%, as measured by 
the change from the previous year in the 
harmonised index of consumer prices (HICP). 
There was a marked acceleration in the pace of 
inflation in the early months of 2008, with a con
siderable rise in the prices of oil and food plus 
increases in taxes on alcohol and energy. The rise in 
energy and food prices was due to higher world 
market prices for crude oil and food raw materials.

The harmonised index of consumer prices is 
forecast to rise 4.0% in 2008, easing back 
thereafter to 2.6% in 2009 and 2.2% in 20�0. The 
national consumer price index (CPI), which is more 
commonly used as a measure of inflation in 
Finland, is forecast to rise 4.�% in 2008, 2.2% in 
2009 and �.7% in 20�0. Inflation will gradually 
ease as the rising trend in the price of crude oil and 
food comes to an end. Labour costs will continue 
to rise rapidly this year and in 2009, but the pace 
of rise will ease in 20�0, when inflation will also be 
moderated by the reduction of valueadded tax on 
food at the end of 2009.

Forecast at a glance
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Executive summary

The uncertainty on the international 

financial markets has now continued 

for approximately the past year.� The 

full scale of the disturbance and all its 

macroeconomic consequences are still 

not fully visible. In the forecast, world 

economic growth is estimated to slow 

as a consequence of the disruptions to 

financial intermediation and the rise in 

commodity prices. In addition, many of 

the risks that have been seen as 

threatening the Finnish economy have 

either already materialised or look 

likely to do so in the near future. These 

include problems of overcapacity and 

access to raw materials in the forest 

industry, increasing cost and price 

pressures caused by accelerating 

inflation and the deceleration in the 

construction industry. The forecast 

nevertheless envisages the gloom in the 

economy as a temporary phase and 

growth is forecast to recover again in 

20�0. The pace of growth is, however, 

estimated to be much slower than in 

recent years, as the contraction in the 

working-age population will begin to 

restrict the potential for growth.

The costs of borrowing for non-

financial corporations and households 

have risen almost everywhere, and 

banks have generally tightened their 

lending conditions in both the euro area 

and the United States. For the most 

part, share prices on the major stock 

markets have declined in recent months 

at the same time as the uncertainties 

surrounding the financial markets, and 

particularly the banking sector, have 

continued to concern investors.

�  This publication is based on the statistical data 
available on �� September 2008. 

In Finland, the pace of rise in 

house prices over the next few years 

will remain rather moderate compared 

with the trend of recent years.

Finland’s GDP grew briskly in 

2007, but the pace of growth eased in 

the first half of 2008. Growth is 

expected to ease back further in the 

second half of the year and through 

2009. The international recession will 

undermine growth prospects in the 

export sector, the shortage of 

roundwood imports will cut forest 

industry output, while the cyclical 

outlook in the construction industry 

has also weakened. The slowest phase 

of growth is estimated to fall in 2009, 

with growth forecast to recover again 

in 20�0.

The slower growth experienced 

this year has been due above all to a 

weakening of domestic demand, 

contrary to similar cyclical situations in 

the past. Cyclical changes have typically 

been governed by fluctuations in export 

demand. In 2008, the cooling of private 

investment demand, in particular, has 

had a fundamental impact on output 

growth.

The weak state of the international 

economy will not be fully reflected in 

Finnish domestic output until 2009, 

when there will be a substantial slowing 

in export growth and stronger imports. 

Export demand will recover in 20�0, 

but supply-side restrictions will at the 

same time cause an acceleration in 

import growth. The contribution of net 

exports to GDP growth will therefore 

remain negligible. Private consumption 

will remain relatively strong throughout 

the forecast period. Public demand will 
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Table 1.

Forecast summary 

Supply and demand 

2007 2006 2007 2008f 2009f 2010f

At current prices
EUR billion

Volume, % change on previous year

Gross domestic product 179.7 4.9 4.5 2.3 1.3 2.1

Imports 73.1 7.8 6.6 2.0 3.6 5.1

Exports 82.2 11.8 8.2 4.9 2.7 4.6

Private consumption 90.6 4.1 3.2 3.1 2.3 2.7

Public consumption 38.2 0.6 1.3 1.0 1.3 1.4

Private fixed investment 31.9 6.5 8.3 1.8 0.1 2.0

Public investment 4.6 -6.4 9.4 -1.1 0.5 3.9

Key economic indicators
2006 2007 2008f 2009f 2010f

% change on previous year

Harmonised index of consumer prices 1.3 1.6 4.0 2.6 2.2

Consumer price index 1.6 2.5 4.1 2.2 1.7

Wage and salary earnings 3.0 3.4 5.4 4.5 3.5

Labour compensation per employee 2.9 3.5 5.6 4.5 3.6

Productivity per person employed 3.1 2.4 0.6 1.5 2.1

Unit labour costs -0.2 1.0 5.0 3.0 1.5

Number of employed 1.7 2.1 1.6 -0.2 0.0

Employment rate, 15–64-year-olds, % 68.9 69.9 70.8 70.6 70.8

Unemployment rate, % 7.7 6.9 6.3 6.4 6.4

Export prices of goods and services 2.7 0.7 1.5 -0.1 0.2

Terms of trade (goods and services) -3.1 -1.4 -2.6 -3.1 -2.1

% of GDP, National Accounts 

Tax ratio 43.4 42.8 43.1 42.8 42.4

General government net lending 4.0 5.3 5.1 3.8 3.0

General government debt 39.2 35.2 32.0 30.9 30.1

Balance on goods and services 5.0 5.1 5.2 3.5 2.5

Current account balance 4.5 4.1 3.7 2.6 1.5

f = forecast

Sources: Statistics Finland and Bank of Finland.
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Chart1.

Key economic indicators

Sources: Statistics Finland and Bank of Finland.
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continue to have very little impact on 

fluctuations in growth despite rapid 

growth in public investment, partic-

ularly in 20�0.

Overall, declining demand 

combined to some extent with supply-

side restrictions will depress annual 

GDP growth to around 2% over the 

forecast period.

The number of employed 

continued to grow rapidly in the first 

half of 2008 as the employment rate 

rose particularly amongst the young 

and elderly workers. The long-sustained 

improvement in employment is, 

however, expected to end towards the 

end of 2008, with zero growth in 

employment forecast for 2009 and 

20�0. Among others, the construction 

industry workforce is expected to 

decline.

Towards the end of the forecast 

period, the lengthy upward trend in the 

size of the working-age population will 

come to an end with the retirement of 

the baby-boom generation. This will 

weaken the potential for labour force 

growth. Labour force potential will also 

be undermined by the continued 

distortion of the working-age 

population towards older age groups in 

which the labour force participation 

rate is below average. The employment 

rate for the working-age population as 

a whole will remain between 70% and  

7�% throughout the forecast period. 

The lengthy downward trajectory in the 

unemployment rate will come to a halt 

at �.3% in 2008, whereafter it should 

remain more or less unchanged until 

the end of the forecast period. The 

decline in labour supply will 

presumably encourage employers to 

hold on to their current personnel, 

which will subdue the impact of slower 

growth on unemployment. The large 

number of people approaching 

retirement age can mean lower 

employment without a rise in unem-

ployment. Demographic reasons will 

mean the labour market will continue 

to be tight in the years ahead.

In the first half of the year, 

Finland’s goods exports grew more 

slowly than the export markets, partly 

as a result of supply-side restrictions. 

Exports will pick up somewhat over the 

course of the forecast period as the 

supply-side restrictions ease. Export 

growth will, however, be subdued by 

slower world trade growth towards the 

end of the present year and during the 

first half of 2009. 

Private consumption growth 

remained strong through the first half 

of 2008. In contrast, the increased 

uncertainty will already depress 

consumption demand in the second half 

of the year. The gloomier economic 

atmosphere will, however, not be felt 

more clearly until next year, when there 

will be a considerable deceleration in 

consumption growth. Into the future, 

too, consumption growth will remain 

well below the levels of the past ten 

years. The savings ratio will remain 

negative even though household 

incomes will already be growing 

somewhat faster than consumption by 

the end of the forecast period.

Corporate investment grew excep-

tionally rapidly in 2007. In fact, the 

entire construction sector was still in a 

state of overheating as recently as the 
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start of the present year. Private 

investment growth has, however, 

already slowed and is expected to 

remain lacklustre into the future. 

Volume growth in investment in 

machinery and equipment is estimated 

to be very moderate next year due to 

the uncertain corporate operating 

environment. Growth in capital 

investment is, however, estimated to 

pick up slightly in 20�0. The investment 

ratio for the Finnish economy as a 

whole will nevertheless remain high, at 

over 20%. This is based on the idea 

that the rapid pace of growth in the 

Finnish economy in recent years has 

caused a backlog of investment needs 

that it has been impossible to meet due 

to a lack of sufficient capacity. The 

forecast assumes that capacity being 

released from the construction of new 

commercial premises will be channelled 

to other needs, such as renovations.

Finland has for many years been 

running a strong general government 

surplus. Fading economic growth, 

substantial tax cuts and rising 

expenditure pressures in public services 

production will all cause a deterioration 

in general government finances in the 

years ahead. The level of central 

government debt will, however, 

continue to decline. Labour costs will 

rise exceptionally sharply throughout 

the forecast period. Substantial 

negotiated pay increases and the 

continued tightness of the labour 

market will mean a sustained rapid 

pace of pay rises. The substantial pay 

increases will mean the pace of increase 

in labour costs in Finland will once 

again outstrip the average for the euro 

area. Labour costs have risen faster in 

Finland than the euro area average for 

most of the present decade.

With productivity growth being 

slow, partly for cyclical reasons, the 

cost-competitiveness of Finnish 

companies this year and next will be 

weak. At the same time, accelerating 

inflation will erode the rise in real 

wages, particularly this year. Next year, 

the pace of rise will accelerate in 

tandem with a clear slowing in the rate 

of inflation, and growth in real incomes 

will also be substantial in 20�0. Pro-

ductivity growth is estimated to 

accelerate slightly in 2009, but is not 

expected to reach historical levels until 

the end of the forecast period. 

Alongside the rapid growth in wages, 

this will mean a weakening of Finland’s 

cost-competitiveness in the immediate 

years ahead.

World market prices for food raw 

materials and crude oil began to rise 

dramatically during the first half of 

2008. The rise in commodity prices is 

estimated to taper off in the forecast 

years. Prices will nevertheless remain 

high relative to recent years. The high 

price of energy imports will mean a 

considerable acceleration in overall 

import price rises in 2008.

Inflation has accelerated consider-

ably as a result of the higher energy and 

food prices and increases in alcohol and 

energy taxes. Inflation is forecast to rise 

to an average of 4% in 2008, but to 

ease off again thereafter. The pace of 

rise in consumer prices was driven at 

the beginning of the forecast period by 

taxation changes in January 2008 

coupled with the considerable rise in 
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food prices and rising labour costs. 

Towards the end of the period, 

consumer price inflation will come 

down to around 2% as a result of more 

balanced economic growth, the fading 

pace of rise in import prices and cuts in 

value-added tax on food.

The forecast envisages slower 

growth in the world economy as a 

consequence of the rising commodity 

prices and the disturbances in financial 

intermediation. However, if the 

problems on the financial markets were 

to deepen and the recession in the 

developed economies also start to affect 

the emerging economies, world growth 

could be considerably weaker than 

forecast.

A stronger-than-forecast 

weakening of world growth would 

inevitably have unfavourable repercus-

sions on the Finnish economy. The most 

sensitive areas would be exports and 

investment. A deepening of the 

problems on the financial markets 

would in turn cause a further increase 

in the cost of finance, which, besides 

hampering investment, would also 

mean slower consumption growth. 

Rising financing costs would also mean 

a fall in the price of shares and other 

assets.

The pace of rise in wages and 

prices has accelerated and the forecast 

envisages a substantial weakening in 

the competitiveness of domestic output. 

At the same time, inflation expectations 

have risen and there is a clear risk of an 

accelerating cost spiral. The steps 

necessary to halt and clear up the 

aftermath of a stronger-than-forecast 

cost spiral could lead to a longer-than-

forecast period of slow growth, which 

could lead in turn to a weakening of the 

longer-term growth outlook for the 

economy.

In the forecast, inflation will ease 

gradually during the forecast period, 

but an accelerating cost spiral would 

inevitably lead to higher-than-forecast 

inflation. It is possible there could be a 

continuation of strong fluctuations in 

the price of oil and other commodities 

along with unexpected changes in the 

external value of the euro. In this event, 

the fluctuations in overall inflation 

during the forecast period would also 

be stronger.



Financial markets Economic outlook 2 • 2008 11 

Financial markets

The uncertainty on the international 

financial markets has continued now for 

approximately one year. The final extent 

of the turbulence is not yet fully apparent. 

The Governing Council of the European 

Central Bank raised its key policy rate by 

0.25 percentage points to 4.25% in July 

2008 and has since held the rate at this 

level. The financial markets expect the 

Governing Council to lower the policy 

rate during the next 12 months.

Risk premia on unsecured interbank 

loans have recently been fluctuating con-

siderably but remain much higher than 

before. The uncertainty has also led 

investors to reduce the overall risk levels 

of their holdings and increase the 

proportion of long government bonds in 

their portfolios. This has boosted demand 

for these bonds and pushed down their 

yields. At the same time, the risk premia 

and yields on corporate bonds have 

generally risen and demand fallen.

The costs of corporate and 

household borrowing have changed in 

very different ways in different countries 

depending on the reference rate applied to 

new loans and the risk category in which 

investors and banks classify the borrower. 

In addition, according to bank credit 

surveys by the European Central Bank 

and the US Federal Reserve, banks have 

generally tightened the terms and 

conditions of their loans in both the euro 

area and the United States.

Share prices on the major stock 

markets have for the most part declined in 

recent months, while the uncertainties 

surrounding the financial markets, and 

particularly the banking sector, have 

continued to concern investors.

In Finland, compared with the trend 

of recent years, the pace of housing price 

rises in the immediate years ahead will be 

fairly moderate. Real house prices are 

expected to fall.

Chart 2.Interest rates

The Governing Council of the European 

Central Bank raised its key policy rate by 

0.25 percentage points to 4.25% in July 

2008 and has since held the rate steady at 

this level (Chart 2). Even after the rate 

rise, the Governing Council considered 

the risks to medium-term price stability 

remained on the upside. It considers the 

main medium-term risk to price stability 

is if the strong acceleration in inflation 
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through to economic agents’ inflation 
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the next 12 months. The Governing 

Council’s monetary policy decisions and 

their background are discussed in more 

detail in Box 2.

The US Federal Reserve lowered its 

key policy rate a number of times in 

rapid succession in late 2007 and early 

2008, by a total of 3.25 percentage 

points. Since April 2008 the Fed has 

held the rate unchanged at 2.0%. By 

lowering its key rate, the Fed has 

sought to sustain the resilience of the 

economy and prevent the negative con-

sequences of the financial market 

turbulence from impacting on the real 

economy in the United States. The 

markets expect the Fed to lower its key 

rate further during the next 6 months.

The Bank of England has also 

responded to the rapid deterioration in 

the economic outlook by cutting its key 

policy rate three times since November 

2007. It now stands at 5.0%, 0.75 

percentage points lower than in 

November. The Bank of Japan, 

meanwhile, has held its policy rate 

unchanged at 0.5% since February 2007.

The yields on long government 

bonds have varied considerably since 

summer 2007 (Chart 3). Developments 

have been determined by changing 

assessments of the outlook for world 

growth and inflation and of the feed-

through of negative impacts from the 

financial market turbulence into the 

real economy. The uncertainty 

prevailing on the international financial 

markets has also led investors to reduce 

the overall risk levels of their holdings 

and increase the proportion of long 

government bonds in their portfolios. 

This has boosted demand for long 

government bonds and pushed down 

their yields. At the same time, the risk 

premia and yields on corporate bonds 

have generally risen and demand fallen.

The general turbulence on the 

markets has impacted particularly 

strongly on interbank lending and the 

short market rates based thereon. Once 

banks began to lose confidence in each 

other in summer 2007, the risk premia 

they imposed on unsecured interbank 

loans began to grow dramatically. Risk 

premia on the interbank markets have 

since fluctuated quite a lot, but have 

remained on average higher than before. 

The rising cost of unsecured bank finance 

in the euro area has been reflected in a 

rise in Euribor rates. Over the course of 

the current year Euribor rates have also 

been buffeted by changing expectations 

regarding the European Central Bank’s 

future monetary policy.

During the turmoil that has been 

racking the international financial 

markets, the costs of corporate and 

household borrowing have changed in 

very different ways in different 

Chart 3.
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countries depending on the reference 

rate applied to new loans and the risk 

category in which investors and banks 

classify the borrower. In addition, 

according to bank credit surveys by the 

European Central Bank and the US 

Federal Reserve, banks have generally 

tightened the terms and conditions of 

their loans in both the euro area and 

the United States.

Exchange rates

Average movements in the exchange 

rates of major currencies over the past 

six months have been relatively small. 

However, the daily movements on the 

foreign exchanges have at times been 

substantial, with the uncertainties 

surrounding the financial markets and 

the outlook for growth occasioning 

rapid changes in investors’ exchange 

rate outlook. Measured by the real 

trade-weighted exchange rate index, the 

euro made gains during the first half of 

2008, but thereafter its rise has faltered, 

and most recently it has lost ground 

(Chart 4). Behind this depreciation lies 

the more gloomy outlook for euro area 

growth and fading market expectations 

regarding possible future interest rate 

rises. Particularly notable has been the 

euro’s recent decline against the US 

dollar. Even so, compared with its 

average level in recent years, the euro 

still remains relatively strong.

The appreciation of the euro 

during the first half of 2008 has some-

what eroded the cost-competitiveness 

of Finnish exports, as Finland’s real 

trade-weighted exchange rate index 

strengthened during this period by 

around 2% relative to the position at 

the end of 2007. Since then, the rise in 

the trade-weighted exchange rate index 

has also come to a halt.

The decline of the US dollar as 

measured by the trade-weighted 

exchange rate index, which has been 

continuing for several years, has in 

recent months come to a halt. The 

dollar has begun to climb, particularly 

against the euro and sterling, while the 

financial markets’ worst fears over the 

potential depth of the US recession have 

eased. As a result of its earlier deprecia-

tion, however, the dollar is still at an 

historically low level. The weakness of 

the dollar has, however, supported US 

export growth in recent times.

Measured in terms of the real 

trade-weighted exchange rate index, the 

Japanese yen has declined somewhat 

during the past six months following a 

period of appreciation since the middle 

of 2007. The depreciation of the yen 

largely reflects the deteriorating outlook 

for Japanese growth. All in all, the yen 

still remains close to one of its weakest 

levels for almost 20 years.

Chart 4.
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Stock markets

Share prices on the major stock markets 

have for the most part declined in 

recent months, while the uncertainties 

surrounding the financial markets, and 

particularly the banking sector, have 

continued to concern investors (Chart 

5). In addition to the generally 

weakened economic outlook, share 

prices have recently been overshadowed 

by fears surrounding the earnings 

development of companies in the 

financial sector, the need for additional 

capital and restructuring in the sector.

Indicators of stock market 

uncertainty, such as the implicit volatil-

ities derived from option prices that are 

used to depict expected future 

fluctuation in share prices, have 

continued to be relatively large in the 

major markets compared with the trend 

of recent years. At the same time, 

corporate earnings development has 

deteriorated, particularly in the United 

States, where the profits of companies 

on the S&P 500 index declined sub-

stantially in the first half of this year 

compared with the same period in 

2007. Nevertheless, in both the United 

States and the euro area, analysts’ 

expectations of future earnings 

development have remained relatively 

optimistic. Despite the current financial 

market turbulence, there is no current 

expectation of a longer-term decline in 

companies’ earning capacity.

US share prices fell in the early 

months of the year, particularly as fears 

grew of declining liquidity in the 

banking sector. However, the decline 

was halted in mid-March, when the 

Federal Reserve announced a cut in the 

policy rate and other steps it was taking 

to support the financial position of the 

banking sector. The problems in the 

sector came to a head again in early 

September when a major investment 

bank filed for bankruptcy and the 

authorities announced measures to 

support two large housing loan 

companies. Share prices once again 

plummeted amid increased uncertainty 

on the markets.

Share prices in the euro area have 

largely followed the trend in the United 

States. Although the decline in 

corporate earning capacity has not been 

as strong in 2008 as in the United 

States, the recent more gloomy outlook 

for the euro area economy has over-

shadowed share price performance in 

the region. This has been reflected in a 

decline particularly in the shares of 

companies dependent on cyclical trends.

Share prices in Finland have also 

fallen in recent months. The decline has 

been rather broadly based across 

different sectors of the economy. 

Chart 5.
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Chart 6.

However, financial sector shares in 

Finland have scarcely fallen at all in 

2008 despite the turbulence on global 

markets. Measured in terms of gross 

operating surplus, the earnings 

development of Finnish companies 

remained fairly good in the early 

months of the year.

Housing prices

Housing prices have risen more slowly in 

the first half of 2008, at a pace of approx-

imately 3%, against around 6% in 2007 

(Chart 6). There are, however, large geo-

graphical and housing-type differences in 

price trends. Outside the Helsinki metro-

politan area the price of old houses 

actually fell quarter-on-quarter during the 

second quarter of 2008.

The rise in housing prices has been 

dampened by the rising trend in interest 

rates that has been continuing for a 

number of years. This has been reflected 

in the interest rates financial institu-

tions have been placing on new housing 

loans, which rose particularly dramati-

cally in summer 2008. On the other 

hand, the accelerating pace of inflation 

has kept real interest rates very low. 

Meanwhile, the pace of growth in the 

housing loan stock has continued to 

ease slightly (Chart 7). According to 

Statistics Finland’s consumer confidence 

indicator, households’ house purchase 

intentions have also waned somewhat 

during the course of 2008, although 

they remain fairly high.

Growth in the housing stock has 

not accelerated, as both the number of 

residential building permits granted and 

the volume in cubic metres of newly 

completed housing construction in the 

first half of 2008 have continued the 

decline that began in the first half of 

2007. Housing investment growth has 

also been sluggish. This is partly due to 

the fact that the volume of unsold 

housing in Finland has grown substan-

tially over the past year.

According to the forecast, housing 

prices will rise at a moderate pace 

relative to recent years, and in 2009–

Chart 7.
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2010 the upward trend is forecast to 

peter out altogether. In real terms, the 

forecast envisages a decline in housing 

prices. The forecast assumes continued 

relatively high interest rates and a 

simultaneous rise in real interest rates, 

which will both serve to dampen the 

pace of housing price rises. The 

continued sluggish development of real 

household earnings will also reduce 

upward pressures on housing prices in 

the coming years. The housing price 

projection is conditional on the 

forecast’s fairly positive view of the 

future trend in the economy. A less 

favourable economic trend would mean 

a fall in nominal house prices could not 

be ruled out.

Financial position of households 
and the corporate sector

Monetary financial institutions

Lending by monetary financial institu-

tions operating in Finland has 

continued to grow strongly in the first 

half of 2008. The stock of loans has 

Chart 8.

grown at an annual pace of approxi-

mately 13% despite the rise in the 

average lending rate. Growth in the 

housing loan stock has eased slightly, 

despite an acceleration in July 2008 to 

slightly over 11% annually. The average 

lending rate on new housing loans has 

continued to rise: from December 2007 

to July 2008 the rise was 0.6 percentage 

points, to 5.5%. The upward trend 

gathered pace in the summer after the 

banks raised their prime rates.

MFIs’ deposits from the public 

began to grow rapidly towards the end 

of last year. The stock of deposits in 

July 2008 was over 18% higher than a 

year earlier. This growth was caused by 

households realising their mutual fund 

investments in late 2007 and early 

2008. Between December 2007 and 

July 2008 interest rates on deposits rose 

0.4 percentage points, to a good 3%.

Corporate finance

Corporate earnings continued to 

develop positively in 2007, and the 

corporate sector’s share of national 

income continued to grow. Corporate 

fixed investment grew strongly, by 

around 17%. Despite this, the 

corporate sector continued to post a 

strong financing surplus (Chart 8).

Corporate borrowing continued to 

grow in the first quarter of 2008, with 

the sector’s bank debt up 17% on the 

same period the previous year. The 

brisk pace of rise was partly because 

other sources of finance have become 

harder to access due to global 

turbulence on the financial markets. 

The volume of bond finance contracted 

slightly in late 2007 and early 2008.
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Household finance

Finnish households’ disposable income 

grew in 2007 by slightly over 5%. 

Despite this, households’ share of 

national income declined. Consumption 

expenditure continued to grow faster 

than incomes, with the savings ratio 

declining further, to –2.8% of GDP 

(Chart 9).

Household indebtedness in Finland 

has continued the upward trend that 

began following the recession years of 

the early 1990s. Liabilities relative to 

disposable income already exceeded 

100% in 2007 (Chart 10). In the first 

quarter of 2008, the stock of household 

loans continued to grow and was 

almost 11% up on the same period the 

previous year.

In international comparison, 

household indebtedness in Finland is 

still not exceptionally high. It does, 

however, represent more of a burden 

than in the past, as the larger loan stock 

is accompanied by higher interest rates. 

Interest expenditure grew approxi-

mately 70% in 2007, which means its 

share of households’ disposable income 

almost doubled from the previous year 

and from the level it has held for the 

past 10 years (Chart 10). Households’ 

financial assets are still held largely in 

deposit accounts. The stock of deposits 

has grown 14% within the space of a 

year, partly because households sold 

fund investments in late 2007 and early 

2008 to a total net value of EUR 2.4 

billion. Households have, however, 

slightly increased their share 

investments in the early part of 2008, 

even if the value of their equity holdings 

has fallen further as a consequence of 

the bear market on the stock exchanges. 

Rising interest rates and solid corporate 

earnings development in 2006 substan-

tially boosted households’ asset income 

in 2007. Interest and asset income 

increased by a total of EUR 1.3 billion, 

representing an increase of almost a 

quarter on the previous year.

Chart 10.

Chart 9.
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Box 1. 

Forecast assumptions

World trade and Finland’s 
export markets

The world economy and world 
trade are forecast to continue 
slowing down in the immediate 
quarters ahead, particularly in 
the United States, the euro area 
and Japan. By contrast, growth is 
anticipated to sustain a fairly 
favourable momentum in a 
number of emerging economies. 
World economic and world trade 
growth is forecast not to recover 
more visibly until after mid-
2009. Despite slower world 
trade, the dynamics of Finland’s 
export markets is estimated to 
remain stable, due mainly to a 
brisk increase in imports by 
Russia (Table 2). The assessments 
of international economic growth 
and expansion in Finland’s 
export markets underpinning the 
domestic forecast are the Bank of 
Finland’s own assessments and 

are discussed in greater detail in 
the chapter ‘Demand’.

Commodity prices

Commodity prices have recently 
come down since the peak levels 
of early summer. Given the 
weaker demand outlook, 
industrial raw material (excl. 
energy) prices are predicted to 
fall slowly throughout the 
forecast period. The forecast 
assumption is for the price of 
Brent crude to follow the trend 
in futures price quotations as at 
10 September 2008 and to be at 
USD 109 (EUR 78) per barrel by 
the end of the forecast period. 
The prices of crude oil and 
industrial raw materials will 
remain at relatively high levels 
towards the end of the forecast 
period, as demand in emerging 
economies continues to grow, 
with supply – particularly in the 

oil market – continuing to 
respond only slightly to the 
elevated price level. A more 
detailed analysis of projected 
developments in commodity 
prices is presented in the chapter 
‘Costs and prices’.

Foreign trade prices

The export prices of countries of 
key importance for Finnish 
exports, ie Finland’s competitor 
countries, are anticipated to 
remain in 2008 at roughly the 
level of the previous year due to 
the appreciation of the euro. In 
2009, they are expected to rise at 
a pace of around 2½%, largely 
on account of higher raw 
material and energy prices. In 
2010, the pace of increase should 
ease to around 2% in response 
to a reversal in rising raw 
material costs. The forecasts for 
price trends in the exports of 

Table 2.

Forecast assumptions

2006 2007 2008f 2009f 2010f

Finland’s export markets1, % change 10.3 8.9 7.3 7.0 7.7

Oil price, USD/barrel 65.4 72.7 109.8 107.1 109.0

Euro export prices of Finland’s trading partners, % change 3.1 0.2 0.2 2.7 2.2

3-month Euribor, % 3.1 4.3 4.8 4.6 4.2

Yield on Finnish 10-year government bonds, % 3.8 4.3 4.1 3.9 3.9

Finland’s nominal competitiveness indicator2 101.9 104.0 108.1 107.6 107.5

US dollar value of one euro 1.26 1.37 1.49 1.41 1.40

1 Growth in Finland’s export markets equals growth in imports by countries to which Finland exports, on average,  
   weighted by their respective shares of Finnish exports.
2 Narrow plus euro area, 1999 Q1 = 100
f = forecast
Sources: Statistics Finland, Bloomberg and Bank of Finland.
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Finland’s competitors are the 
Bank of Finland’s own estimates.

Interest rates and exchange rates

According to a forecast 
assumption based on interest 
rate futures quotations, the 3-
month Euribor should in the 
next few years be slightly below 
its current level (Chart 11).

Under an assumption based 
on currency forward quotations, 
the external value of the euro 
should in turn undergo a slight 
depreciation (Chart 12).

The interest and exchange 
rate assumptions in the forecast 
are derived from market expec-
tations on 8 September 2008. 
The underlying assumption 
concerning interest rates and 
exchange rates is purely 
technical and does not anticipate 
the interest rate policy of the 
ECB Governing Council nor 
include an estimate of 
equilibrium interest rates. Recent 
developments in interest rates 
and exchange rates are discussed 
more closely above, at the 
beginning of this chapter.

Chart 11.
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Box 2. 

Recent monetary policy in the euro area

The monetary policy of the 
Governing Council1 of the 
European Central Bank (ECB) is 
aimed at keeping the rate of 
inflation in the euro area below, 
but close to, 2% over the 
medium term as measured by the 
harmonised index of consumer 
prices (HICP). The Governing 
Council monitors and analyses 
the economic outlook for the 
euro area and sets key interest 
rates at levels conducive to 
promoting price stability over 
the medium term.

The Governing Council 
raised its key policy rate by 
¼ percentage point to 4.25% 
in July 2008 and has kept it 
unchanged ever since (Chart 2).

Since summer 2007 the 
Governing Council has had to 
take monetary policy decisions 
under conditions of escalating 
inflation and heightened gloom 
and uncertainty over the future 
course of the economy. With the 
strong rise in world market 
prices of food and energy in 
particular, inflation in the euro 
area has picked up considerably. 
The rate of inflation measured 
over the past few months has 
been the highest ever since the 
inception of monetary union. In 
addition, the reappraisal of risk 
on the financial markets that 

1  The Governing Council of the 
European Central Bank comprises the six 
members of the ECB’s Executive Board 
and the central bank governors of the 
euro area member states, including the 
governor of the Bank of Finland.

began on the US housing market 
in summer 2007 has continued, 
contributing to the prevailing 
uncertainty over future economic 
developments.

In its forecast of September 
2008, the ECB projects that euro 
area GDP growth will remain 
slightly below estimated potential 
growth in 2008 and 2009, 
whereas consumer prices in the 
euro area are expected to rise by 
between 3.4% and 3.6% in 2008. 
Growth is expected to moderate 
gradually over the forecast 
horizon, but to remain between 
2.3% and 2.9% in 2009.

In 2008, the Governing 
Council has repeatedly 
emphasised that the risks to 
price stability over the medium 
term are clearly on the upside, 
despite a simultaneous decline in 
growth prospects, high 
uncertainty surrounding the 
economic outlook and clear 
downside risks to growth.

The Governing Council 
considers the risks to price 
stability over the medium term 
to be primarily related to the 
ongoing increase in the prices of 
energy and food, potential 
second-round effects on wage 
and price setting caused by the 
price inflation that has already 
occurred, an increase in the 
pricing power of companies in 
segments with low competition, 
and higher-than-expected 
increases in administrative prices 
and indirect taxes. The 

Governing Council has also 
noted that strong money and 
credit growth has continued, 
with no major supply constraints 
on bank loans so far.

According to the Governing 
Council, the downside risks to 
the growth outlook for the euro 
area relate especially to the 
potential for the financial market 
tensions and actual and possibly 
ongoing energy and food price 
inflation to have a larger-than-
expected negative impact on the 
real economy of the euro area. 
Furthermore, the Governing 
Council considers it possible that 
increased protectionist pressures 
and uncontrolled correction of 
global financial imbalances 
could also imply downside risks 
to growth.

In explaining the reasons 
for the interest rate rise in July, 
the Governing Council assessed 
that inflation rates will remain 
well above levels consistent with 
price stability for a more 
protracted period than previously 
thought. It considered the interest 
rate rise necessary to counteract 
broadly based second-round 
effects and the risks to price 
stability over the medium-term. 
The Governing Council has since 
emphasised that the monetary 
policy stance following the rise 
will help anchor inflation expec-
tations in line with price stability 
and contribute to the 
achievement of price stability 
over the medium term.
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Box 3. 

Earnings development in different industrial sectors in Finland

The profitability of the domestic 
business operations of industrial 
companies in Finland improved 
in 2007 despite the turbulence in 
the currency and credit markets. 
This year, however, profitability 
will remain modest in many 
sectors. The raw material costs 
of most industrial companies 
have increased from last year, 
and wage costs have also risen 
faster than before.

In this box, the profitability 
of industrial companies is 
measured by national accounts 
data and related terminology. As 
a measure of profitability, we use 
the (net) operating surplus 
calculated for each sector, which 
remains after wage earners’ 
 compensation, taxes on 
production and imports less 
subsidies and capital deprecia-
tion have been deducted from 
value added. Roughly speaking, 
operating surplus approximates 
to the operating profit generated 
by companies through their 
own use of their production 
assets.

Profitability is measured by 
the ratio of operating surplus to 
net capital base (Table 3). In 
financial statements terminology, 
the closest key figure is the ratio 
of operating profit to book 
value. Another indicator of 
 profitability is generated when 
the operating surplus of a sector 
is measured relative to output, 
including, in addition to value 
added, the use of intermediate 

goods (Table 4). This in turn 
approximates to the ratio of 
operating profit to net sales in 
terms of financial statements 
data. Both indicators describe 
the profitability of companies’ 
domestic business operations.

In recent years, the use of 
capital has become radically 
more efficient in comparison 
with previous decades. This 
phenomenon is particularly clear 
in Finnish industry, as shown in 
Table 3. Since electronics is an 
extraordinary sector in many 
respects, indicators for the 
industrial sector in general as 
well as the private sector have 
been also calculated without the 
electronics sector. The operating 
surplus of industry excluding 
electronics in 2007 as a ratio of 
net capital stock was 23.3%, the 
highest figure since statistics 
began to be kept. The net capital 
stock used in this article 
excludes R&D spending, 
although this item has particular 
significance only in electronics. 
Furthermore, this indicator of 
profitability does not take into 
account the production structure 
of multinational companies, 
where actual production assets 
may be located abroad and 
the head office in the home 
country.

According to another 
indicator of profitability, 
operating surplus relative to 
output, the earnings development 
of industrial companies improved 

slightly in 2007.1 Measured thus, 
profitability has been relatively 
stable since the mid-1990s. 
Excluding electronics, this 
indicator stood at 8.8% last year, 
only slightly better than in 2006, 
as paper industry earnings lagged 
behind sales development. In 
contrast, in all other sectors, 
operating surplus increased faster 
than sales (according to financial 
statement statistics, the EBIT 
margin in forestry was reduced 
by half and net profit after 
financial items was strongly 
negative). A rise in the export 
prices of sawn goods increased 
the earnings of the wood 
industry, but a jump in the 
stumpage prices of sawn logs 
took the lion’s share. Paper 
industry profitability was 
bolstered last year and in 2006 
by improved capacity utilisation, 
while the rise in export prices 
was extremely modest.

In comparison with 
previous years, the most 
significant change in profitability 
was observed in metal 
processing. The return on assets 
in this sector appears to jump to 
another level in 2006 and 2007. 
The ratio of operating surplus to 
output has also increased much 
faster than output in recent 
years, driven by the global 
boom. Similarly, profitability in 

1  Statistics on the financial statements of 
industrial companies give a similar picture 
of profitability in manufacturing: the 
EBIT margin rose slightly in 2007.
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Table 3.

Operational surplus as a ratio of net capital stock, %
1981–
1990

1991–
1997

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

Manufacturing 12.0 11.8 22.2 22.6 28.1 28.2 29.2 28.6 28.6 26.9 31.5 33.7

Manufacturing  
excl. electronics

11.2 10.0 15.9 14.9 17.7 20.7 19.1 18.0 20.1 18.6 22.1 23.3

Foods 11.0 11.7 10.0 10.2 3.8 11.1 14.7 14.3 12.1 11.9 11.1 12.9

Wood 7.1 11.8 18.2 15.8 13.5 14.4 15.0 14.5 10.6 8.6 13.9 19.7

Paper 5.5 5.0 13.3 15.7 24.1 24.1 19.3 14.7 14.7 10.0 13.9 11.7

Chemicals 16.6 13.2 19.9 17.2 17.5 21.6 24.7 23.8 35.6 29.1 29.2 28.4

Metal refinery 3.7 9.3 7.2 4.2 10.8 10.2 5.3 9.4 14.1 13.4 26.8 29.4

Machinery and 
equipment 
 manufacture

20.8 19.0 28.5 19.7 29.3 36.6 26.9 27.1 34.8 37.5 46.2 55.4

Electronics 34.4 51.1 129.0 137.4 166.7 120.2 151.3 159.4 132.6 127.5 146.7 168.8

Other metal 
 industry

11.3 13.5 20.4 15.7 13.1 20.6 22.6 23.3 16.5 24.0 24.2 25.9

Other manufacturing 19.0 11.3 19.8 18.7 19.6 22.9 22.8 22.2 27.2 27.8 28.9 31.1

Private sector 7.0 7.3 11.2 11.1 11.9 12.0 12.5 12.0 12.3 11.3 11.9 12.3

Private sector excl. 
electronics

6.9 7.0 10.1 9.9 10.3 10.9 11.1 10.6 11.2 10.2 10.7 11.1

Source: Statistics Finland.

Table 4.

Operational surplus as a ratio of output, %
1981–
1990

1991–
1997

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

Manufacturing 7.5 7.3 10.9 10.7 11.4 11.7 11.9 11.4 10.8 9.8 10.3 10.9

Manufacturing  
excl. electronics

7.1 6.8 9.1 8.4 8.7 10.1 9.1 8.2 8.7 7.9 8.4 8.8

Foods 4.8 6.1 5.3 5.5 2.1 5.7 7.3 7.0 6.0 6.1 5.5 6.4

Wood 4.2 7.1 8.3 7.2 5.8 6.4 6.4 5.6 4.0 3.4 5.0 6.7

Paper 5.6 4.8 12.1 13.7 17.4 18.8 14.7 10.9 10.6 8.1 9.7 8.3

Chemicals 10.6 9.3 12.0 10.1 8.1 10.1 11.2 10.3 13.7 10.8 10.0 10.7

Metal refinery 2.6 5.8 4.7 2.7 5.6 5.5 3.4 5.1 6.3 5.6 8.6 9.3

Machinery and 
equipment 
 manufacture

9.5 6.8 7.5 5.4 6.8 7.7 5.7 5.6 6.8 6.8 7.3 8.0

Electronics 13.8 11.4 18.5 18.6 19.8 17.4 22.0 24.5 19.2 16.8 17.9 19.6

Other metal 
 industry

6.6 7.5 8.7 7.0 5.4 7.8 8.4 8.5 6.3 8.4 7.6 7.8

Other manufacturing 10.1 7.1 10.1 9.5 9.3 10.3 9.6 9.0 10.6 10.7 10.7 11.3

Private sector 11.4 11.9 15.3 15.4 15.4 16.1 16.4 15.7 15.7 14.5 14.7 15.2

Private sector excl. 
electronics

11.3 11.9 15.1 15.0 14.9 15.9 15.8 14.9 15.4 14.3 14.3 14.8

Source: Statistics Finland.
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the manufacturing of machinery 
and equipment has been good in 
recent years, the return on assets 
being almost double the average 
around the turn of the 
millennium.

It is also useful to consider 
the earnings development of 
industrial companies in light of 
the proportion of their profits in 
national income. The indicator 
presented in Table 5, operating 
surplus as a ratio of value added, 
measures the proportion 
remaining after depreciation from 
business operations in Finland. 
The increased capacity utilisation 
rate combined with the relatively 
slow rate of wage growth actually 
increased the proportion of assets 
in industry, which was still the 

highest figure in the data even 
when calculated without 
electronics.

In industry, the proportion 
of capital income has increased 
in a steady trend, although the 
paper industry failed to reach the 
average of recent years. 
According to this indicator, too, 
the international investment 
boom has favoured Finnish 
industry.

All in all, the national 
accounts data for last year 
(although preliminary) portrayed 
in Tables 3–5, poses many 
questions concerning the future 
of the Finnish economy. For 
example, the traditional metal 
industry has already been 
suffering for many years from 

both a shortage of labour and a 
lack of production capacity. 
However, growth in the capital 
stock has been modest, and, as a 
result, technology which could 
replace labour may have been 
left unutilised. Judging by metal 
prices, the investment boom 
seems set to continue globally 
for a long time yet. This review 
excludes companies’ financing 
costs. Many companies have, 
perhaps due to globalisation, 
large cash reserves and little 
debt. Therefore, a measure 
describing the total operating 
profit blurs the assessment of the 
productivity of domestic 
investments in production. Of 
course, debt servicing costs may 
be a major cost component 

Table 4.

Operational surplus as a ratio of output, %
1981–
1990

1991–
1997

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

Manufacturing 7.5 7.3 10.9 10.7 11.4 11.7 11.9 11.4 10.8 9.8 10.3 10.9

Manufacturing  
excl. electronics

7.1 6.8 9.1 8.4 8.7 10.1 9.1 8.2 8.7 7.9 8.4 8.8

Foods 4.8 6.1 5.3 5.5 2.1 5.7 7.3 7.0 6.0 6.1 5.5 6.4

Wood 4.2 7.1 8.3 7.2 5.8 6.4 6.4 5.6 4.0 3.4 5.0 6.7

Paper 5.6 4.8 12.1 13.7 17.4 18.8 14.7 10.9 10.6 8.1 9.7 8.3

Chemicals 10.6 9.3 12.0 10.1 8.1 10.1 11.2 10.3 13.7 10.8 10.0 10.7

Metal refinery 2.6 5.8 4.7 2.7 5.6 5.5 3.4 5.1 6.3 5.6 8.6 9.3

Machinery and 
equipment 
 manufacture

9.5 6.8 7.5 5.4 6.8 7.7 5.7 5.6 6.8 6.8 7.3 8.0

Electronics 13.8 11.4 18.5 18.6 19.8 17.4 22.0 24.5 19.2 16.8 17.9 19.6

Other metal 
 industry

6.6 7.5 8.7 7.0 5.4 7.8 8.4 8.5 6.3 8.4 7.6 7.8

Other manufacturing 10.1 7.1 10.1 9.5 9.3 10.3 9.6 9.0 10.6 10.7 10.7 11.3

Private sector 11.4 11.9 15.3 15.4 15.4 16.1 16.4 15.7 15.7 14.5 14.7 15.2

Private sector excl. 
electronics

11.3 11.9 15.1 15.0 14.9 15.9 15.8 14.9 15.4 14.3 14.3 14.8

Source: Statistics Finland.

Table 5.

Operational surplus as a ratio of value added %
1981–
1990

1991–
1997

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

Manufacturing 23.2 23.0 33.6 33.3 37.3 36.2 36.3 35.1 34.7 33.1 36.1 38.3

Manufacturing  
excl. electronics

22.6 21.5 28.4 26.7 29.2 31.5 29.2 27.2 29.4 27.7 30.9 32.6

Foods 23.1 24.7 21.1 21.5 9.2 22.4 27.1 25.6 22.6 22.4 21.4 24.5

Wood 13.2 21.5 28.7 26.1 22.8 23.7 24.1 22.8 17.2 14.6 21.3 27.9

Paper 19.2 14.8 37.6 40.9 50.5 49.7 42.9 35.4 35.2 28.6 34.9 32.6

Chemicals 38.6 31.3 38.0 33.8 32.9 36.5 39.2 38.1 47.4 43.3 44.1 46.0

Metal refinery 11.8 25.9 22.0 13.9 28.2 26.2 16.2 25.3 34.6 31.7 46.5 49.8

Machinery and 
equipment 
 manufacture

22.3 18.8 22.8 17.1 22.3 25.0 19.1 18.9 22.6 22.8 26.1 29.3

Electronics 29.0 33.3 54.7 55.5 61.2 52.7 58.0 58.4 52.0 50.1 52.6 55.7

Other metal 
 industry

16.5 19.2 23.2 19.0 15.6 21.8 22.9 22.8 17.7 23.7 23.2 24.4

Other manufacturing 23.0 17.2 24.7 23.3 23.3 25.0 24.0 23.0 26.6 26.5 27.3 28.7

Private sector 25.3 26.4 34.3 34.2 35.7 35.6 35.9 34.7 35.1 33.3 34.6 35.7

Private sector excl. 
electronics

25.2 26.1 32.9 32.6 33.4 34.3 34.1 32.8 33.9 32.0 33.2 34.2

Source: Statistics Finland.
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restricting the willingness of 

many forest industry companies 

to make investments.

Last year was an excellent 

year for industry in general, with 

the exception of the paper 

industry. For example, metal 

processing is a good example of 

a successful expansion of capital 

stock. This year is already signif-

icantly more challenging for 

industry. Many major cost items 

have gone up in price, and wage 

growth has also been faster this 

year than before. Industrial 

companies have expanded their 

capacity very conservatively with 

the exception of just a few 

sectors. The solid profitability of 

industrial companies in a cyclical 

peak in the global economy has 

previously often clouded 

structural problems, which 

emerge during the periods of 

slower growth following the 

peaks. Although an increase in 

companies’ R&D spending and 

outsourcing partly explain the 

slow growth in the capital stock, 

the withering of Finnish 

operations remains a risk when 

the world economy normalises. 

In addition to new products, 

new investment can also help 

companies to adopt labour-

saving technologies. The next 

few years will show how well the 

Finnish industrial production 

structure can match global 

demand.
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Supply

Finland’s GDP grew at a brisk rate in 

2007, but the pace of growth slowed in 

the first half of 2008. Growth is expected 

to slow further in the second half of the 

year and in 2009. The international 

recession will impair opportunities for 

growth in the export sector, the block on 

roundwood imports will cut output in the 

forest industries, and the cyclical outlook 

in construction is also more gloomy. It is 

estimated that the slowest period of 

growth will be in 2009, with a recovery 

expected to begin in 2010.

The number of employed continued 

to grow rapidly in the first half of 2008, 

when the employment rate rose particu-

larly among the young and among 55–74-

year-olds. The sustained upward trend in 

employment is, however, expected to 

terminate at the end of 2008, with zero 

employment growth forecast for 2009 and 

2010. The size of the workforce is 

forecast to decline in, for example, the 

construction industry. Towards the end of 

the forecast period, in 2010, the working-

age population will start to contract as 

the baby-boomers retire.

There will be a cyclical deceleration 

in the pace of labour productivity growth 

as the employment trend reacts, as 

normally, with a delay to the slower 

growth in GDP. In 2010, it is estimated 

that productivity growth will return close 

to the average for the present decade.

Output

Revised preliminary data from Statistics 

Finland indicates 4.5% volume growth 

in GDP in 2007. At industry level, 

growth was particularly brisk in the 

metal and engineering industries and in 

construction. In contrast, in the forest 

industry and trade, growth faded 

relative to 2006 (Table 6).

Growth has slowed during the 

course of 2008. In the first half of the 

year, GDP was 2.5% up on the same 

period in 2007. Indicator data suggests 

the pace of growth will probably ebb 

Table 6.

Value added by industry in reference year 2000 prices, % change

average  
2000–2007

2004 2005 2006 2007

Primary production 3,4 1,5 3,7 -0,3 16,6

Construction 1,5 3,1 1,9 4,3 7,1

Forest industry 2,5 4,5 -11,4 17,0 0,8

Metal industry 4,6 5,4 13,6 16,9 14,0

Other industry 4,6 5,0 -2,0 -0,2 4,6

Trade 4,9 5,4 5,6 7,9 3,3

Other private services 2,6 4,5 2,0 3,6 3,8

Public services 0,2 -0,2 1,2 -0,3 0,3

GDP at market price 3,4 3,7 2,8 4,9 4,5

Source: Statistics Finland.
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further in the second half of the year. 

According to data collected by Statistics 

Finland, new orders for Finnish 

industry in January–June were 1.8% 

down on a year earlier. Although the 

volume of construction has so far 

remained high, building starts on 

housing and industrial and commercial 

premises were down in the first half of 

the year compared with the same period 

in 2007. The number of building 

permits issued has also declined, while 

at the same time construction costs 

have risen considerably. Survey data 

from the Confederation of Finnish 

Industries confirms the picture of a 

marked cyclical deterioration in the 

outlook for Finnish industrial and con-

struction companies in recent months. 

In the services sector, in contrast, 

companies’ confidence in the future has 

remained relatively strong.

It is also worth noting that, of 

countries in western Europe, annual 

growth in Sweden, for example, has 

fallen back to around 1%. The 

comparison with Sweden could be 

useful, as the Swedish and Finnish 

economies have a similar production 

structure and disturbances in the inter-

national economy typically affect both 

countries in a fairly similar way. During 

the international recession in the early 

years of the present decade growth 

slowed slightly earlier in Sweden than 

in Finland.

According to the Bank of Finland 

forecast, Finland’s GDP will grow by 

2.3% in 2008, 1.3% in 2009 and 2.1% 

in 2010. Compared with the spring 

forecast, the growth forecast has been 

revised downwards, particularly in 

respect of 2009. There are two main 

reasons for this. Firstly, the interna-

tional economic outlook has taken a 

turn for the worse during spring and 

summer, which will reduce output par-

ticularly in export sectors. In addition, 

it looks highly likely that Russia will 

increase the duties on roundwood 

exports at the beginning of 2009: 

roundwood imports from Russia will 

then dry up, which will mean reduced 

output in the forest industries. The 

impacts of a full increase have been 

taken into account in calculating the 

forecast’s baseline scenario. The 

baseline scenario in the spring forecast 

was based on the assumption that 

roundwood duties would remain at 

their present level and imports would 

continue; the potential impact on the 

Finnish economy of higher duties was 

dealt with in a separate alternative 

scenario in last autumn’s forecast.1

The cyclically based slowest phase 

of growth is estimated to be in 2009, 

with a renewed upswing in 2010. It is, 

however, worth bearing in mind that 

towards the end of the forecast period 

the working-age population will begin 

to decline, reducing the growth 

potential of the economy.

Employment and labour force

Finland’s employment situation 

continued to develop positively through 

the first half of 2008. It would never-

theless appear that the hottest labour 

market phase is now past. This is 

suggested by a drop in the number of 

unfilled vacancies and a lessening in 

1  Bank of Finland Bulletin 3/2007.
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labour shortages. According to the Con-

federation of Finnish Industries’ 

business outlook indicator, the 

employment outlook has markedly 

deteriorated in both services and 

industry as well as in construction.

In the first half of 2008, the number 

of employed continued to grow rapidly. 

The employment rate rose to 70.5%. In 

the second quarter, the unemployment 

rate remained unchanged at 6.3%. A 

smaller proportion of new job vacancies 

were filled by unemployed jobseekers 

(Chart 13).

The number of hours worked grew 

in the first half of the year more or less 

in step with employment. The 

proportion of the employed in part-

time work fell in 2007 by a good 

½ percentage point. In European 

perspective, Finland’s 13.6% rate for 

part-time employment is very small and 

is explained by the small and still 

declining proportion of women who 

work part-time.

Viewed by age group, employment 

continued to improve at both the upper 

and lower ends of the age spectrum. 

There was little or no change in the 

employment rate among those of ‘prime 

working age’. However, the 

employment rate among men aged 55–

74 and young adults of both sexes rose 

exceptionally quickly during the first 

six months of 2008.

Although both the number of 

unfilled job vacancies and the vacancy 

rate (the ratio of unfilled vacancies to 

the sum of employment and vacancies) 

have declined, the unemployment rate 

has also continued to decline (Chart 14). 

Thus, the Beveridge curve, which 

depicts the relationship between unem-

ployment and unfilled job vacancies 

has, at least temporarily, turned 

inwards, which in theory suggests an 

improving match between labour 

market supply and demand. Admittedly, 

it could also be a sign that the decline 

in unemployment is coming to an end 

or could even be reversed in the near 

future.

Chart 13.

Chart 14.
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The continued improvement in 

employment in the first half 2008 is 

also reflected if the figures are viewed 

industry by industry. Most new jobs 

were still mainly in construction, trade 

and service sectors. A third of the new 

jobs were in the financial and insurance 

sectors and business services. Just under 

a third were in construction. Industrial 

employment continued to be subdued.

The working-age population grew 

faster in 2007 than predicted in 

population forecasts due to higher-

than-forecast immigration. In 2008, 

immigration has continued to grow 

faster than forecast. Statistics Finland’s 

most recent population projection, from 

2007, is based on the assumption that 

net immigration (immigration minus 

emigration) will be 10,000 persons per 

annum. However, in 2007, net 

immigration to Finland exceeded 

13,500, and by July this year the figure 

for 2008 was already 8,500. From the 

perspective of labour supply, a positive 

trend is the increased number of 

immigrants of working age (15–64). 

Their share of total immigration has 

been on the rise for some time.

The number of employed is 

forecast to rise by 1.6% in 2008. 

Employment continued to grow briskly 

in the first part of the year, as there is 

always a time delay before slower 

economic growth and higher labour 

costs affect employment. The number of 

employed is estimated to be around 

40,000 more in 2008 than the average 

for 2007. This represents an increase on 

a similar scale to the previous year. as 

has become familiar in recent years, the 

main increase in employment has been 

in the private sector, and particularly in 

services.

The long upward trend in 

employment is, however, forecast to 

fade off towards the end of this year. 

The number of employed will decrease 

slightly in 2009 and will remain 

unaltered in 2010. Labour demand will 

decline somewhat in services, but much 

more so in construction, in which the 

forecast envisages a substantial deceler-

ation of activity. Higher Russian export 

duties on roundwood in 2009 will also 

cut into employment growth.

Towards the end of the forecast 

period the sustained upward trend in 

the working-age population will come 

to a halt as the baby-boomers retire. 

This will weaken the growth potential 

of labour supply, as will the continuing 

ageing of the remaining labour force, 

given that the labour participation rate 

among older age groups is below 

average. The employment rate of the 

working-age population will remain 

between 70% and 71% throughout the 

forecast period. The long-sustained 

downward trend in the unemployment 

rate will come to a halt at 6.3% in 

2008, rising thereafter to 6.4% in 2009 

and 2010. The contraction in labour 

supply may give employers an extra 

incentive to retain their present 

personnel, which would moderate the 

impact of slower growth on unemploy-

ment. The large number of people close 

to retirement age makes it possible for a 

decline in employment without 

significant growth in unemployment. 

The demographic changes mean the 

labour market will remain tight in the 

years ahead.
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Productivity and capital

Labour productivity grew 2.4% in 

2007, if measured in terms of GDP per 

employed person, which is close to 

average for the present decade.

The employment trend is forecast 

to continue to be fairly strong in 2008 

alongside a substantial decline in GDP 

growth. Labour productivity growth is 

estimated to be only around 0.6%, as 

employment does not normally adjust 

immediately to slower GDP growth. 

The slower productivity growth is 

expected to be short-lived and cyclical 

in nature. In 2009, labour productivity 

is forecast to grow 1½%, returning in 

2010 to around 2%.

Since the recession of the early 

1990s, labour productivity has grown 

much faster in Finland than the western 

European average. A key cause of this has 

been the rapid productivity growth in the 

electronics industry. Its contribution to 

labour productivity growth has at times 

been as much as 1 percentage point. At 

the same time, many other industries that 

exploit the new information and commu-

nications technology, such as wholesale 

and retail trade, have in recent years also 

seen fairly rapid productivity 

development. In addition to the produc-

tivity development within individual 

industries, productivity growth in the 

economy as a whole is also influenced by 

changes in production structure, or in 

other words the reallocation of labour 

and other resources between industries.2

2  If labour transfers from low-productivity industries 
to high-productivity ones, labour productivity in the 
economy as a whole improves. On the other hand, if 
low-productivity industries increase their share of the 
labour force, the change in production structure will 
slow productivity growth in the economy as a whole.

Chart 15.
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Box 4. 

Long-term labour force outlook

The labour market has attracted 
a steadily increasing share of the 
working-age population in 
recent years. After the recession 
years of the early 1990s, the 
average labour force participa-
tion rate (ratio of employed and 
unemployed to population aged 
15–74) has risen strongly, with 
the years 1997–2007 seeing an 
increase of 3 percentage points. 
However, this development 
masks divergent trends between 
age groups. Whereas the partici-
pation rate of prime-age workers 
has remained roughly at post-
recession levels, the participation 
rate among the under-30s has 
increased by 6 percentage points 
and that of persons over 54 by a 
substantial 14 percentage points 
(Chart 16).

The age group-specific 
differences in participation rates 
reflect cyclical and structural 
factors. It is evident that the 
participation rates of younger 
people have risen on account of 
the protracted economic 
upswing. Young people are well 
placed to adapt their participa-
tion according to the business 
cycle, on top of their studies. In 
addition to the economic 
upswing, structural factors have 
also contributed to the rise in 
participation rates of persons 
over 54. Changes in pension 
entitlement, in particular, have 
increased older workers’ 
motivation to remain in the 
labour market. Higher education 

levels, improved general health 
and longer life expectancy have 
also contributed to longer 
working lives.

As demographic ageing 
shrinks the size of the working-
age population in forthcoming 
decades, age group-specific par-
ticipation rates will play a 
central role in the development 
of labour force potential. 
According to Statistics Finland’s 

latest population projection, the 
population aged 15–64 will start 
to contract in 2010, falling by 
over 250,000 persons by 2030 
(Chart 17). Rising labour force 
participation rates could slow 
the consequent decline in labour 
force potential. One interesting 
question is whether the attrac-
tiveness of the labour market 
will continue to increase, and 
how this will affect overall 

Chart 16. 

Chart 17.
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are assumed to be of working 
age, which corresponds to actual 
developments in recent years. 
However, immigrants’ labour 
participation rates are assumed 
to be slightly higher than they 
have actually been in practice. 
The worsening labour shortage 
will probably increase work-
related immigration. Immigrants’ 
participation rate is assumed to 
be 65% in the year of migration, 
growing gradually to 80% in six 
years from the migration year.

In the baseline scenario, the 
labour force will decrease by 
200,000 persons by 2030 (Chart 
18), after which it will increase 
slightly. The scenario shows that 
the changes in participation rates 
alone cannot slow the 
contraction in labour force 
potential to any great degree. 
However, the impact of the 
pension reform, higher education 
levels and longer life expectancy 

labour force potential in the long 
run.

The future evolution of par-
ticipation rates by age groups 
was assessed by using historical 
data on age group-specific par-
ticipation rates. In the estimated 
model, age group participation 
rates were explained by an age 
group factor and a cohort factor, 
ie birth year. Structural changes 
in retirement age were also taken 
into account. The output and 
employment gaps1 were used to 
control for general cyclical 
development.

The model generates 
forecast paths for age group-
specific labour participation 
rates. The forecast for the total 
labour force participation rate 
was obtained by multiplying 
Statistics Finland’s population 
projection for each age group by 
participation rate estimates. The 
model was used to develop three 
scenarios for the number of 
people in the labour force through 
until 2040. All scenarios were 
built on the basic assumption that 
output and employment gap are 
zero (i.e. output and employment 
are at trend levels) throughout 
the projection period. In 
addition, the cohort-specific effect 
was calibrated to remain at the 
level of the last estimated value.

In the baseline scenario, 
labour force participation rates 

1  Output gap is calculated as the 
deviation of GDP from its trend value. 
Labour force gap is measured as the 
deviation of employment from its trend 
value. Both are calculated using a λ value 
of 100 in the Hodrick–Prescott filter. 

are assumed to change in line 
with cohort effects. Furthermore, 
structural changes are assumed 
to remain at year 2007 level. 
With cohort effects remaining 
relatively stable in the future, the 
decrease in size of the labour 
force is almost entirely based on 
demographic change. In the 
second scenario, retirement ages 
are assumed to continue 
increasing, leading to a one-year 
rise in the average retirement age 
by 2027. The calculation builds 
on the assumption that by 2027 
the participation rates of persons 
aged over 54 are equal to those 
of persons a year younger. In 
addition to the assumption of a 
rise in the retirement age, the 
third scenario includes the 
assumption of immigration 
increasing annually by 3,000 
persons more than the figure 
given by the Statistics Finland 
projection. 70% of immigrants 
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will continue to increase older 
workers’ participation rates. The 
scenario with rising retirement 
ages shows that a lengthening of 
working lives by just one year 
would already increase participa-
tion rates so that by 2030 the 
labour force would drop by 
50,000 persons less than in the 
baseline scenario. If this 
assumption is combined with 
growth in annual immigration – 
which was the third scenario – 
the labour force would contract 
at most by 100,000 persons by 
the early 2030s. In addition, the 
labour force would start to grow 
again substantially at the end of 
the 2030s. However, we should 
note that this would mean 
100,000 new immigrants in the 
latter part of the 2040s.

These projections show that 
both longer working lives and 
immigration have a key role to 
play in respect of labour force 
potential. However, they cannot 
alter the basic trend in Finland’s 
population structure. The labour 
force will inevitably contract 
over the course of the next few 
decades.
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T

Demand

Finnish goods exports in the early part of the 
year grew more slowly than the export 
markets, due partly to limitations on the 
supply side. In the forecast period, exports 
will be given a slight boost as capacity 
constraints ease and the supply of domestic 
roundwood increases. Slower world trade 
growth towards the end of the current year 
and in the first part of next year will, 
however, somewhat subdue the increase in 
export deliveries. The pace of growth in both 
exports and imports will accelerate again 
towards the end of the forecast period.

Private consumption growth has 
remained strong in the first half of 2008, 
but increased uncertainty will already 
subdue consumer demand in the latter 
part of the year. However, the worsening 
of the economic climate will not be 
reflected more clearly until next year, 
when there will be a substantial 
moderation in consumption growth. 
Consumption growth will also be much 

slower in future than it has been over the 
past ten years. The savings ratio will 
remain negative, although average 
household income is expected to grow 
somewhat faster than consumption.

Corporate investment expanded 
exceptionally quickly in 2007. As a 
consequence, the construction industry as 
a whole was still overheated in the early 
part of the year. Even so, the pace of 
growth in private investment has already 
slackened and is expected to remain 
subdued in the future. The investment 
ratio for the economy as a whole will, 
however, remain high, at over 20%.

The general government surplus has 
been strong for many years. Declining 
economic growth, substantial tax cuts and 
rising costs in public service provision 
will, however, undermine the general 
government balance in the years to come. 
Even so, central government debt will 
continue to decline.

The breakdown of GDP growth into 

demand items shows the slower growth 

in the current year is primarily due to 

a deceleration in domestic demand 

(Chart 19). The factors underlying 

slower growth are thus different from 

what has been seen before in similar 

cyclical phases. Typically, changes in the 

cyclical pattern have been dominated 

by fluctuations in export demand. In 

2008, lower private investment demand 

has played a particularly key role in the 

pace of GDP growth.

The weaker international economy 

will not be fully reflected in Finnish 

GDP until 2009, when export growth is 

expected to slow considerably. Export 

demand will recover in 2010, but 

supply-side constraints will simultane-

ously accelerate import growth. 

Chart 19.
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Accordingly, the contribution of net 

exports to GDP growth will remain 

almost zero. Private consumption will 
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previous year, the pace of growth roughly 

corresponds to the average pace since the 

start of the present decade.

Household consumption has been 

a key contributor to the strong 

economic growth of recent years. In the 

past couple of years, consumption has 

exceeded disposable income by a clear 

margin. In 2007, the income deficit 

expanded somewhat further still (Chart 

20). The financing deficit widened in 

response to brisk growth in housing 

investment. This has meant increased 

indebtedness, as households’ financial 

investment has continued to grow 

strongly (see Financial markets: 

Financial position of households and 

the corporate sector).

In the first half of 2008, private 

consumption growth has been rapid: in 

volume terms, consumption increased 

4% from the corresponding period a 

year earlier. Consumption figures for 

the first part of the year can to some 

extent be explained by timing. Car tax 

cuts at the beginning of 2008, for 

example, led to the postponement of 

new car purchases from late 2007 to 

2008. Consumption strength in the 

early part of the year was also bolstered 

in particular by historically exception-

ally large pay increases. In addition, 

household confidence in the future was 

still strong and income expectations 

accordingly positive (Chart 21).

Accelerating inflation and rising 

interest rates have gradually eroded 

wage-earners’ purchasing power. Partly 

for this reason, consumers’ expectations 

of the future turned bleaker in the course 

of the summer. The change in consumers’ 

confidence in their own finances was 

Chart 20.
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particularly striking. The consumer 

confidence indicator was last this weak in 

the mid-1990s, in the wake of the 

recession. Consumers’ purchase 

intentions have declined, with saving seen 

as an increasingly positive, and 

borrowing an increasingly negative 

alternative. The increased uncertainty will 

dampen consumption growth already in 

the latter half of 2008. However, thanks 

to the strength of the early part of the 

year and the timing of car purchases, 

private consumption growth for the year 

as a whole will remain at broadly the 

same level as in 2007, at 3.1%. The 

household savings ratio will also continue 

to decline slightly.

The changing economic climate 

will be reflected more visibly in private 

consumption next year. Consumption 

growth will ease off in 2009 to 2.3%. 

This is well below what was still 

predicted by the Bank of Finland in the 

spring. In 2010, consumption growth 

should pick up again, while still 

remaining much slower than in the last 

ten years on average.

Growth in households’ disposable 

income is strong considering the cyclical 

situation. In 2008 and 2009, substantial 

negotiated pay rises will raise average 

earnings. It is estimated that earnings 

will also grow considerably in 2010. 

Next year, tax cuts on earned income 

will boost purchasing power. As 

inflation abates, real income growth 

will accelerate in 2009.

In 2009 and 2010, private 

consumption will continue to play an 

important role in maintaining economic 

growth. While experiencing a slight 

improvement, the savings ratio will not 

return to its historical level. Continued 

negative savings mean an historically 

large household financing gap. This 

holds true despite the predicted ongoing 

weakness in housing investment growth.

General government

Protracted brisk economic growth, 

improved employment and the resultant 

higher general government revenue 

have significantly strengthened the 

general government balance in the last 

few years (Chart 22). In 2007, the 

general government surplus rose to 

5.3% of GDP (Table 7). Finland’s 

general government balance is much 

stronger than those of our EU partners.

The general government debt to 

GDP ratio has declined rapidly in recent 

years as a result of debt repayments and 

robust GDP growth. Finland’s current 

general government debt ratio is also 

one of the lowest in the EU.

The end of the economic upswing 

and the planned tax cuts will weaken 

public finances during the forecast period. 

Tax bases will grow much more slowly 

than in recent years. At the same time, the 

Chart 22.
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ageing of the population will start to 

increase pension payments and demand 

for health and social services. Sharp 

increases, in excess of the general price 

level, in public sector prices and costs will 

also add to general government 

expenditure. Consequently, relative to 

GDP, there will be a pronounced 

expansion in general government 

expenditure in the forecast period.

In 2008, the general government 

surplus will remain broadly at the level 

of 2007. The central government 

surplus will be strong and the local 

government balance will also enter 

surplus. The central government 

balance will be impaired by tax cuts 

and lower corporate earnings, which 

will cut the growth in tax receipts from 

corporations and reduce the dividends 

accruing to central government. Income 

from asset sales is also expected to 

decline from last year. By contrast, taxes 

paid by households should continue to 

grow substantially, as employment 

improves and the earnings level rises 

rapidly. This, in turn, will improve the 

position of local government. Value 

growth in private consumption is also 

expected to remain strong, leading to a 

rapid expansion in indirect tax receipts.

The concentration of tax cuts on 

2009 will considerably weaken the central 

government surplus. With a simultaneous 

decline in growth in the tax bases, the 

central government surplus will be eroded 

almost entirely by the end of the forecast 

period. Another factor contributing to 

lower growth in tax receipts is the deterio-

ration in corporate earnings development. 

Growth in asset income received by the 

government in the immediate years ahead 

is also estimated to be less than usual 

relative to recent years. In 2009, tax cuts 

will impair the central government balance 

by about 0.8 percentage points relative to 

GDP. The tax cuts are assumed to be much 

smaller in 2010.

A number of transport infrastructure 

projects and higher government transfers 

to the local government sector will sustain 

central government expenditure growth in 

Table 7. 

General government revenue, expenditure, financial balance and debt, % of GDP

2004 2005 2006 2007 2008f 2009f 2010f

General government revenue 52.4 53.1 52.9 52.6 52.7 52.4 52.1

General government expenditure 50.2 50.4 48.9 47.3 47.6 48.6 49.1

General government primary expenditure 48.4 48.7 47.3 45.8 46.2 47.2 47.8

General government interest expenditure 1.8 1.7 1.5 1.4 1.5 1.4 1.3

General government net lending 2.2 2.7 4.0 5.3 5.1 3.8 3.0
Central government 0.4 0.4 0.9 2.1 1.7 0.6 0.2

Local government -0.8 -0.6 -0.2 -0.1 0.2 0.1 -0.1

Social security funds 2.5 2.9 3.4 3.3 3.3 3.1 2.9

General government primary balance 3.9 4.4 5.5 6.8 6.5 5.2 4.3

General government debt 44.1 41.3 39.2 35.2 32.0 30.9 30.1
Central government debt 41.9 38.2 35.3 31.2 28.4 27.4 26.7

Tax ratio 43.4 43.8 43.4 42.8 43.1 42.8 42.4

f = forecast
Sources: Statistics Finland and Bank of Finland.
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the next few years. Local government 

finances, in turn, will be seriously 

burdened by rising labour costs and 

growing investment expenditure.

The general government debt ratio 

is expected to decline in the forecast 

period. In 2008 and 2009, the 

government will be able to repay some 

debt, but in 2010 the ratio will fall only 

because of growth in the value of GDP. 

The combined investment portfolio of 

Finnish pension funds is estimated to rise 

to EUR 140 billion, 70% of GDP, by the 

end of the forecast period1 (Chart 23).

The total tax rate will decline 

markedly during the forecast period in 

line with lower taxation. Owing to tax 

cuts, government fiscal policy will be 

clearly accommodative in the forecast 

period.

The general government balance 

may prove weaker than estimated if 

economic growth slows more than 

anticipated, employment starts to 

contract and unemployment embarks 

on a clear upward trajectory. On top of 

this, the choices an ageing labour force 

makes between working life and 

retirement may already have an 

important impact on labour supply and 

the expansion of pension payments 

during the present forecast period. The 

main threat to the development of 

public finances is, however, a failure to 

boost the productivity of public service 

production despite a number of produc-

tivity programmes that are currently 

under way – such as local government 

and service restructuring reforms and 

the central government productivity 

1  The forecast does not take account of changes in 
the market capitalisation of pension fund investments.

programme. This would accelerate local 

government expenditure growth in 

particular by more than forecast.

Investment

Private investment growth in 2007 was 

extremely robust, reflecting the construc-

tion of new business premises and a high 

level of investment in equipment and 

machinery. For this reason, the construc-

tion industry as a whole was still 

overheated in spring 2008. Even so, the 

pace of growth in total private 

investment decelerated clearly in the 

early part of the year compared with the 

same period a year earlier (Chart 24).

Growth in housing construction 

started to ease off in 2007, and the 

slower pace has continued in the early 

part of the current year. Housing 

demand has been affected by higher 

financing costs and households’ 

increased uncertainty. In recent months, 

the number of new unsold housing units 

has grown markedly, which acts as a 

brake on the launch of new housing 

projects. On top of this, the high level of 

construction costs and a shortage of 

Chart 23.
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reasonably priced building land have 

subdued housing construction.

Non-residential construction has 

also declined. The brisk growth observed 

in previous years in commercial and 

office construction and in industrial and 

warehouse construction has subsided 

during the first part of 2008. As well as 

the deteriorating economic cycle, foreign 

investors’ increased caution with respect 

to Finnish real estate and the completion 

of large building projects have 

contributed to the deceleration of 

activity. The volume of corporate 

investment in equipment and machinery 

also declined in the first part of 2008. 

Overall, non-residential investment (excl. 

housing) grew altogether by a good 5% 

in the first six months of the year.

The pace of increase in private 

investment prices eased in the first half 

of 2008 to about 4% from the previous 

year. Price developments were affected 

by a moderation in the pace of increase 

in housing prices. Prices rose faster for 

investments other than housing con-

struction.

The near-term investment outlook 

continues to deteriorate. The Confeder-

ation of Finnish Industries’ investment 

survey anticipates an increase of 1.5% 

in the value of fixed industrial 

investment this year, as opposed to last 

year, when the increase was still 7.4%. 

Weaker cyclical prospects, rising 

financing costs and a tightening in the 

availability of finance have caused firms 

to prune their investment plans.

In 2008–2010, the pace of investment 

growth will be much more subdued than 

earlier in the decade. Private investment 

growth is forecast to decline to just under 

2% in 2008, with no growth generated in 

2009. Even at the end of the forecast 

period, private investment growth will 

pick up only slightly.

Construction investment will be 

modest both in the latter part of 2008 

and next year. Higher financing costs 

will not only hamper housing 

investment but also constrain the start-

up of new projects for office premises, 

and the volume of commercial and 

office construction is likely to contract 

in 2009. By contrast, the volume of 

industrial construction is estimated to 

still remain fairly large, as construction 

work at the Olkiluoto nuclear power 

plant, for example, is set to continue 

until 2011. Warehouse construction 

should also continue at a brisk pace 

owing to building projects related to 

logistical improvements.

The uncertainty surrounding the 

corporate operating environment means 

growth in equipment and machinery 

investment will remain modest in 2009. 

Growth in non-residential investment is 

estimated to pick up slightly in 2010.

Despite lower investment demand, 

the investment ratio for the economy as a 

Chart 24.
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whole will remain relatively high 

throughout the forecast period (Chart 25). 

It is clear the rapid pace of growth in the 

Finnish economy in recent years has held 

investment needs in check that could not 

be realised because of capacity constraints. 

The forecast assumes that capacity freed 

from construction of new business 

premises will be partly channelled into 

other areas, such as renovations.

World economy and  
external demand

The world economy continued to grow 

fairly strongly in the first half of 2008, 

despite being overshadowed by higher 

commodity prices and the repercussions 

of the financial market turbulence that 

began in the Unites States a year ago. 

Even so, growth did decelerate somewhat, 

particularly because of the weaker 

performance in the euro area and Japan.

World economic growth will 

continue to ease off in the immediate 

quarters ahead. There is, however, a 

bipolar split in the world economy. 

While growth is anticipated to continue 

on a fairly favourable trend in a number 

of emerging economies, the growth 

outlook in the United States, the EU15 

and Japan is more muted. Expansion in 

the world economy and world trade is 

not forecast to recover more visibly until 

the latter part of 2009 (Table 8).

The phase of relatively slow 

growth will continue in the world 

economy until early next year. Growth 

will be held in check particularly more 

moderate consumption and investment 

in the main economic regions as a 

consequence of the financial market 

turmoil, the overall confidence gap and 

lower growth in real income as a result 

of higher actual inflation.

The forecast foresees growth 

recovery taking place from the latter 

part of next year – in places, at a fairly 

brisk pace – along with a gradual 

fading of the impacts of the financial 

market turbulence and an easing of 

inflationary pressures caused by the 

earlier rise in commodity prices. 

However, growth even at the end of the 

forecast horizon is expected to remain 

moderate compared with the last few 

years. This is due to the estimation that 

the shocks recently faced by the world 

Chart 25.

Table 8.

GDP and trade growth rates

% change on previous year

GDP 2007 2008f 2009f 2010f

United States 2.0 1.6 1.1 2.3

EU15 2.7 1.3 1.1 2.0

Japan 2.0 0.9 1.3 1.7

World 4.8 3.8 3.6 4.2

World trade 6.8 5.1 5.5 6.9

Finland’s export markets 8.9 7.3 7.0 7.7

Growth in Finland’s export markets equals growth in imports by 
countries to which Finland exports, on average, weighted by their 
respective shares of Finnish exports.   
f = forecast    
Source: Bank of Finland.
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economy will have protracted effects on 

the structures and productivity of a 

number of economic sectors.

Growth in the EU15 in the first 

half of 2008 remained slower than 

expected, and the pace is anticipated to 

decline further still in the second half of 

the year (Chart 26). Subdued world 

growth will constrain EU15 exports at 

the same time as the weak confidence 

climate together with higher inflation 

weighs down private consumption. 

Investment growth, too, will become 

more sluggish amid tighter financing 

conditions and weaker corporate profit-

ability. GDP growth for 2008 as a 

whole will remain at 1.3%. The slow 

phase of growth in the EU15 will, as 

matters stand, extend well into 2009, 

and next year’s growth will be lower 

than this year’s, at only 1.1%. From the 

latter part of 2009 onwards, growth is 

expected to gradually pick up to close 

to the estimated pace of potential GDP 

growth as financial market tensions 

abate and world growth recovers.

Economic growth in the United 

States continued to be relatively strong in 

the first half of 2008. This was due to a 

fiscal policy revival package stimulating 

consumption since late spring, and to 

increasing exports. Nevertheless, US 

domestic demand will remain more 

subdued in the latter part of 2008 than in 

the first half of the year. GDP growth for 

2008 as a whole is estimated to be just 

1.6%. The resumption of private 

consumption growth is expected to be 

slow following the adjustment in the 

housing market. Accordingly, GDP growth 

in 2009 will be only 1.1%. A gradual 

improvement in the housing market and 

an easing of financial market tensions 

should accelerate economic activity from 

late 2009 onwards so as to bring growth 

in 2010 up to a projected 2.3%. Despite 

picking up, growth at the end of the 

forecast period will remain below the 

estimated pace of potential GDP growth.

In Japan, GDP growth declined 

substantially in the early part of 2008. 

Growth is expected to continue at a 

relatively slow pace in the latter half of 

the year and even early next year due to 

weak demand in the key export 

markets, the United States and Europe. 

Meanwhile, rapidly rising costs will 

erode corporate profits, with higher 

inflation impairing the purchasing 

power of household income. In 2008–

2009, GDP growth is thus expected to 

remain at only around 1%. The pace of 

growth is forecast to pick up slightly 

towards the end of the forecast period 

in response to a recovery in the export 

markets and a rebound in investment.

The pace of Chinese GDP growth 

slackened in the early part of the year, 

as expected, to a good 10%. Despite a 

further slight decline in the pace of 

growth in the future, Chinese growth 

Chart 26.
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will remain robust in the forecast 

period, at around 10%. The slower 

growth has been due to foreign trade 

and investment no longer being as 

strong drivers of growth as before, after 

three years of exceptionally fast growth. 

By contrast, domestic consumption has 

remained vigorous and it is believed 

this will sustain the rapid pace of 

growth throughout the forecast period.

The slowing of world economic 

growth was also reflected in weaker 

growth figures for Asia excluding China 

and Japan for the first half of 2008. In 

addition to the calming of export 

markets, domestic demand, too, was 

subdued in a number of Asian countries. 

The deteriorated export outlook for the 

second half of the year and early 2009 

has led to downward revisions to the 

GDP growth forecasts for Asian 

countries. Overall, these countries are 

expected to see growth of about 6% this 

year and next. In 2010, the pace growth 

should recover slightly, driven by exports.

Russian economic growth has this 

year continued to stand at close to 8%, 

supported by the high price of oil. 

However, it is estimated that Russian 

growth will decelerate as the economy 

approaches the limits of its capacity. In 

2010, growth is predicted to be a good 

6%. The main driver continues to be 

domestic consumer demand, despite the 

increased importance of investment. 

Export performance has been modest in 

the current year, and it is assumed export 

growth will slow gradually during the 

forecast period. Imports, in turn, continue 

to grow vigorously, with the present rapid 

growth estimated to persist in the forecast 

period, albeit at a slower pace.

  

Export markets and export prices

The pace of growth in world trade 

decelerated slightly in the early part of 

2008 from last year’s level of just under 

7%. During the first two quarters of the 

current year, world trade has been 

subdued by slower growth in import 

demand in the euro area, the United 

States and Japan. The pace of growth in 

import demand in emerging economies 

has also declined somewhat, despite its 

ongoing high level.

The latest statistical and indicator 

data point to continued slowdown in 

world trade growth in the immediate 

quarters ahead, as the industrial 

outlook has distinctly deteriorated in 

some developed economies. Industrial 

order books and volumes of new orders 

have both fallen. Cheaper dry freight 

charges also suggest slower growth in 

demand for freight services. The pace of 

growth in world trade is estimated to 

be at its slowest in the second half of 

this year and early next year.

In recent years, Finland’s export 

markets have grown faster than world 

trade2 (Chart 27). Despite rapid growth 

in these markets, there, too, growth will 

become more sluggish in the face of 

declining world trade. Of particular 

significance will be lower import 

demand in regions important to Finnish 

exporters, such as the euro area and 

Sweden. On the other hand, brisk 

growth in Russian imports and those of 

other emerging economies in 2008–

2010 should sustain overall growth in 

Finland’s export markets.

2  Growth in Finnish export markets means average 
import growth in Finland’s trading partners weighted 
according to their share of Finnish exports.
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The structure of Finnish exports is 

slightly unfavourable for the expansion 

of the export markets. Finnish industry 

focuses largely on exports of capital 

goods, with consumer goods accounting 

for a relatively small share of exports, a 

good 10%. The focus of import 

demand in, for example, Russia is 

mostly on consumer goods. By contrast, 

machinery and metal product industries 

have scope for strengthening their 

position in the Russian market. 

Ongoing robust growth in imports by 

emerging economies in 2008–2010 

should also provide new opportunities 

for Finnish industry, especially in 

respect of capital goods. In fact, order 

books in the engineering industry 

continue to be full despite a downward 

trend in the volume of new orders.

According to Statistics Finland’s 

export price index, Finnish export prices 

in the first half of 2008 were up more 

than 2% on the previous year. The pace 

of growth has, however, been somewhat 

slower than last year (Chart 28). Oil and 

metal prices have remained at elevated 

levels, which is mainly reflected in the 

prices of the Finnish chemical industry 

and metal manufacturers. The prices of 

engineering exports have increased in 

the current year at an annual pace of just 

under 3% on average on account of 

higher raw material costs and lively 

demand. The protracted fall in export 

prices for electronics products has come 

to a halt this year, and prices have 

actually climbed to some extent.

Forest industry export prices have 

decreased in the course of 2008. The 

export prices of sawn goods have come 

down, as the cyclical peak of construc-

tion has reversed in Europe and Japan, 

the main export regions. The price of 

pulp has been on a moderate upward 

trend in 2008 due mainly to increased 

paper demand from China. By contrast, 

export prices of paper have declined in 

the course of the year.

Price trends in Finnish goods 

exports are crucially affected by the 

trend in world market prices. The 

forecast assumes there will be a 

moderate fall in industrial raw material 

prices in the forecast period 2008–2010, 

with prices nevertheless maintaining 

Chart 28.
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their generally elevated levels. Conse-

quently, the export prices of metal man-

ufacturers are expected to decline in 

2009–2010. Capital goods export prices 

should rise moderately in the forecast 

period, as manufacturers are able to feed 

part of their higher raw material costs 

through into final goods prices. By 

contrast, the price of oil is expected to 

return to around USD 110 next year. 

Continued expensive oil, in turn, will be 

reflected in the export prices of 

chemicals and, particularly, liquid fuels. 

Electronics export prices are expected to 

continue their downward trend, due 

mainly to technological advances.

In the forest industry, sawn goods 

export prices are expected to develop 

moderately at the beginning of the forecast 

period, given modest growth in construc-

tion investment in the main export 

markets. Paper export prices are predicted 

to rise slightly in 2009–2010, as the 

forecast foresees the coming into force of 

higher Russian roundwood export duties. 

This will lead to the rundown of capacity 

in Finland, resulting in a slight increase in 

export prices. The position of the forest 

industry will be alleviated by the strength-

ening of the dollar in recent weeks, but the 

weakness of the US economy next year 

will put downward pressure on forest 

industry export prices. Overall, Finnish 

export prices should perform moderately 

in the forecast period.

Foreign trade

World market developments have been 

reflected in Finnish foreign trade in a 

number of ways in the current year. The 

rising price of oil has lifted the value of 

both imports and oil-based export 

products. In a number of sectors, a lack 

of capacity continued to act as a 

constraint on export volumes, and 

delivery times also became longer. At 

the same time, the same delivery 

problems plagued many of Finland’s 

competitors. However, by early summer, 

the volume of new export orders 

already begun to contract.

During the past year and a half, 

quarterly variations in foreign trade 

have been exceptionally large, even 

taking account of normal seasonal 

volatility. Both export and import 

deliveries have occurred at highly 

irregular intervals within the year. 

Changes in services trading have been 

particularly hard to anticipate, a 

problem only amplified by the scale of 

statistical revisions. Owing to last year’s 

internal volatility, the volume of goods 

exports grew fairly slowly in the first 

half of the current year compared with 

the same period a year earlier. As a 

consequence, growth in goods exports 

ran well below the pace of growth in 

demand in the export markets, partly 

because of supply-side constraints. Goods 

imports, in turn, have been growing 

sluggishly since spring 2007 relative to 

the increased demand. In the early part of 

this year, the level of goods and services 

imports was only 2% higher than in the 

corresponding period of 2007.

Forest industry exports remained 

modest in the first part of the year, as 

exports of wood industry products to 

Japan, for example, headed into diffi-

culties (Chart 29). By contrast, exports 

of capital goods grew substantially 

from the previous year. Also adding to 

the value of total goods exports were 
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deliveries of liquid fuels abroad, albeit 

mainly on account of the price increases 

on the oil market.

The slowdown of world trade 

growth at the end of the current year 

and in the first part of 2009 will also be 

reflected in Finland. The repercussions 

will, however, be softened by sharp 

increases in Russian imports. In the 

early part of the current year, Finnish 

exports to Russia expanded by as much 

as 22%. Of the export growth, almost 

half consisted of motor vehicles, but 

other exports also made great strides. 

Russian imports are expected to grow 

at a brisk pace throughout the forecast 

period, but net exports are likely to 

grow only a little. The highly specialised 

Finnish economy does not produce 

many of the consumer goods wanted by 

Russians, which in part curbs export 

growth compared with what the export 

markets could absorb (Chart 27 in 

‘Export markets and export prices’).

Next year, the most important 

factor exerting downward pressure on 

export volumes will be forest industry 

export deliveries (Chart 30). These will 

contract by about 10% as roundwood 

imports from Russia slow down as a 

result of export duties. The industry 

will be able to replace its roundwood 

requirements only partly from domestic 

and other sources. As the sluggishness 

of world trade also dampens export 

growth in other sectors, growth in the 

total volume of exports will remain at 

2–3% next year. Electronics exports 

will expand only moderately in the 

forecast period, as mobile phones are 

increasingly manufactured abroad. The 

strong order books in the engineering 

industry provide an indication of good 

export prospects for the sector over the 

next year. In the last year of the forecast 

period, growth in exports will 

accelerate, while still not reaching the 

pace of growth in the export markets. 

This is because Finland’s production 

structure is not focused on products for 

which demand growth is strongest.

Growth in the volume of goods 

and services imports is expected to 

remain very modest in the current year 

compared with the strength of domestic 

and export demand. Next year will also 

see slow import growth because of the 

sluggishness of overall demand in the 

Chart 29.
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Finnish economy. In 2010, import 

growth should pick up along with 

economic activity.

Overall, foreign trade in relation to 

GDP should normalise towards the end 

of the forecast period. Exports will be 

given a boost as capacity constraints 

diminish and the supply of domestic 

roundwood increases.

Current account

The current account surplus for 2007 

remained broadly at the level of the 

previous year (Chart 31), amounting to 

EUR 7.3 billion, or some 4.1% of GDP. 

The overall surplus was due mainly to the 

goods surplus, which stood at EUR 8.7 

billion. The services account shifted into 

surplus at the end of the year. The income 

account was revised to show a deficit of 

EUR 0.8 billion as more accurate data on 

direct investment yields became available. 

The current transfers deficit in 2007 

amounted to EUR 1.4 billion.

The goods surplus has subsequently 

remained unchanged, thereby 

maintaining the current account in 

surplus in the first part of 2008. The 

strengthened surplus on the services 

account has also lent support to the 

current account. On the services account, 

surplus is generated particularly by the 

item ‘Other business services’, which 

includes things such as merchanting 

services and head-office services for mul-

tinational companies. The income 

account3 has remained in deficit.

3  In the forecast tables, the income account is 
presented together with a statistical discrepancy, 
comprising the difference arising from the seasonal 
adjustment of national accounts goods and services 
data vis-à-vis the balance of payments current account 
data, and other adjustments, if any.

The terms of trade have continued 

to deteriorate. Import prices have lately 

been pushed strongly up by the rise in 

energy prices in particular. Export prices 

have also risen amid higher energy prices, 

but only moderately (Chart 32).

The current account surplus is 

estimated to decline in the forecast period 

to about 1.6% of GDP. The contraction 

in the goods and services surplus is due 

primarily to the weakening terms of 

trade. The goods and services surplus is 

estimated to be halved by 2010. The 

income and current transfers accounts are 

expected to remain in deficit.

Chart 31.
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Box 5.

Recent developments in foreign trade in services

Since 2005, the volume of 

foreign trade in services has 

grown at an annual rate of more 

than 10%, as indicated by 

national accounts data. In recent 

years, sizeable revisions have 

been made to the data on both 

exports and imports of services. 

For example, the volume of 

exports and imports of services 

for 2007 was revised upward in 

the latest statistics by 12% and 

6%, respectively. Overall, growth 

in the export volume of goods 

and services was revised 

upwards from 4.8% to as much 

8.2%. These revisions are so 

substantial that they affect the 

overall picture we have of 

Finland’s foreign trade. The 

revisions are due to improved 

methods used by Statistics 

Finland. This box examines 

services trade in general and also 

sheds some light on the 

background to these major 

revisions.

Foreign trade in services 

consists of three main categories: 

other business services, transpor-

tation and tourism. Other 

business services are primarily 

made up from intra-group 

services, advertising and 

marketing services as well as 

R&D services. Major statistical 

adjustments have been made to 

both imports and exports in this 

category.1 The revised data is 

mainly from foreign trade in 

services between companies 

belonging to the same group of 

1  This is primarily due to Statistics 
Finland’s enhanced data collection rights. 
Statistics Finland has revised service 
exports in the National Accounts 
upwards by an average of EUR 3.2 billion 
a year in 2000–2003 and imports of 
services also upwards by an average of 
EUR 2 billion a year in 2002–2005.

companies. Transportation 

services include flight traffic, sea 

traffic, railway traffic and road 

traffic. In the services account, 

travel expenses refer to travel 

abroad by Finns and travel 

income to visits to Finland by 

foreigners.

In the last decade, foreign 

trade in services by Finland has 

been primarily in deficit (Chart 

33), due mostly to transporta-

tion and travel. As regards trans-

portation, the key factor is the 

deficit in sea freight that has 

been present for many years. 

Other business services show a 

clear surplus. This is believed to 

be primarily due to the 

technology industry and intra-

group transfers in services within 

that industry.

In recent years, Finland’s 

foreign trade in services has 

moved closer to the EU average. 

Compared with other Nordic 

countries, exports of Finnish 

services are much lower. What 

factors explain this rather low 

level of foreign trade in services 

by Finland? One factor is the 

structure of the Finnish economy, 

with manufacturing still playing 

a relatively major role. In 

addition, Finnish industry has 

traditionally been dominated by 

areas with minimal scope for 

services. However, this has 

changed recently, with manufac-

Chart 33.
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Table 9.

Structure of services exports in Finland and other countries, %

Type of service Finland Sweden Denmank Germany EU25 United 
States

Transportation 15.7 19.5 63.2 23.8 21.2 16.4

Travel 13.6 17.1 10.6 18.8 24.2 25.5

Computer and information 2.5 3.2 1.5 2.5 2.7 1.6

Construction 2.0 1.3 0.6 4.6 2.2 0.1

Insurance services 0.4 1.8 0.5 1.8 2.3 2.2

Financial services 0.4 3.7 0.4 4.8 9.2 10.2

Computer and information 8.4 7.2 2.3 5.5 5.3 2.4

Royalties and license fees 6.1 8.1 3.2 3.4 3.8 14.9

Other business services 50.2 36.6 15.5 30.8 26.2 19.0

Personal, cultural and recreational 

services

0.1 0.5 0.7 0.4 1.1 2.7

Government services 0.6 0.9 1.3 3.5 1.7 5.0

Services not allocated 0.0 0.0 0.0 0.0 0.0 -

Total 100.0 100.0 100.0 100.0 100.0 100.0

Data from 2006
Sources: Bank of Finland and OECD.

   

turing industry increasingly 

having to take account of the 

importance of services in the 

entire production chain and as 

an essential part of business. For 

example, the higher level of 

technology in manufactured 

products and the production and 

sale of investment goods require 

the provision of consulting 

services as well as installation 

and maintenance services. These 

developments are reflected in a 

structural comparison of service 

exports (Table 9). Recent years 

have seen a marked increase in 

the exports of knowledge-

intensive business services. These 

are services provided by 

businesses to other businesses or 

to the public sector and in which 

professional expertise plays a 

major role.

Finland and Sweden differ 

from Germany and the rest of 

the EU in regard to exports of 

knowledge capital, with the 

share of income from IT services 

and licences being much larger. 

Other business services also 

include the internal services 

within many multinational cor-

porations, the volume of which 

is also large due to the corporate 

structure of both countries.



48 Economic outlook 2 • 2008 

Box 6.

General government funds and the costs of population ageing

Pension funds and other general 

government funds balance out 

the costs of population ageing 

across generations, but the use of 

such funds also generates costs 

to the economy in the form of 

tighter labour markets and 

welfare losses from higher taxes 

and contribution rates. The 

effects may be considerable, as 

indicated by calculations carried 

out using the Bank of Finland’s 

dynamic general equilibrium 

model.1

Finland has made provision 

for the pressures arising from 

population ageing by both 

reforming the pension scheme 

and strengthening the general 

government balance. By reducing 

central government debt before 

the working-age population 

starts to decline, provision has 

been made for both slower 

growth in the tax base and the 

rising costs of population ageing 

that will come with the 

retirement of the baby-boom 

generation. Similarly, the partial 

funding of pension contributions 

has served to contain future 

upward pressures on contribu-

tion rates.

Pension funding is designed 

to stabilise long-term economic 

policy and even out income dis-

1  Kinnunen, H (2008) Government 
funds and demographic transition – 
alleviating ageing costs in a small open 
economy. Bank of Finland Discussion 
Papers 21/2008.

tribution across generations. 

Moves towards the funding of 

public pension schemes are a 

generally accepted target in more 

or less all EU member states. 

With a strong general 

government fiscal and net asset 

position relative to many other 

EU countries, Finland has been a 

pioneer in this respect, with the 

largest public sector pension 

funds in the EU.2 Statutory 

pension assets relative to 

aggregate wages stood at 

approximately 180% at the end 

of 2007. Under the current 

funding regime, they would in 

the long term increase to around 

2½ times aggregate wages.3 

Pension contribution rates would 

also be raised considerably.

This raises the question of 

the dynamic effects of pension 

contributions and hence pension 

funding on economic 

development. This question is 

highly relevant in the case of 

Finland, as the Finnish pension 

scheme is a defined benefit 

scheme and changes in contribu-

2  See eg Knuuti, J, Lehtonen, S and 
Vidlund, M (2007) Ikääntymisen 
vaikutukset EU25-maiden lakisääteisiin 
eläkejärjestelmiin (Demographic effects 
on EU25 statutory pension schemes). 
Finnish Centre for Pensions. Reviews 
2007:2.

3  See Biström, P, Elo, K, Klaavo, T, 
Risku, I and Sihvonen, H (2007) Lak-
isääteiset eläkkeet. Pitkän aikavälin 
laskelmat 2007 (Statutory pensions in 
Finland. Long-term projections 2007). 
Finnish Centre for Pensions. Reports 
2007:2.

tion rates are not reflected in 

replacement levels.4 Similarly, 

pension fund levels and return 

rates do not directly affect 

retirement benefits. Because of 

the absence of a link between 

contributions and benefits, con-

tributions are perceived as taxes 

and entail similar efficiency 

losses as taxation in general.

Considering that the 

working-age population will 

decline rapidly over the next few 

years, it could be worth 

discussing whether more 

balanced increases in contribu-

tion rates could serve to reduce 

related job losses. If pension 

funding targets were relaxed in 

response to a tight labour 

market, contribution rates could 

be lowered to encourage labour 

supply and hence alleviate 

growth losses related to the 

availability of labour. However, a 

reduction in contribution rates at 

the current juncture would 

actually lead later to an accelera-

tion in contributions, assuming, 

as is customary in long-term 

analyses, that real interest rates 

exceed real growth rates. This 

would be disastrous for the sus-

tainability of the pension scheme 

and inter-generational income 

distribution in particular. Rather, 

we should ask ourselves whether 

4  Pension accruals are based on a specific 
formula and are not dependent on the 
general contribution rate.
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Chart 34. Chart 35.

an adjustment of the funding 

rate could serve to alleviate the 

economic welfare losses related 

to ageing without jeopardising 

sustainability in the long term.

This issue has been 

explored using the Bank of 

Finland’s dynamic general 

equilibrium model.

The model incorporates the 

basic characteristics of the 

Finnish pension scheme. In the 

model, the tax regime influences 

decisions on labour supply and 

the overall dynamics of the 

economy. The model divides 

households into workers and 

retirees to allow for a rough 

analysis of the effects of policy 

changes on the income distribu-

tion across generations.

In the model calculations, 

the contribution rates were 

endogenized to respond inversely 

to changes in the old-age 

dependency ratio. The target 

level of the pension fund was 

also lowered. This reduction was 

defined so as not to jeopardise 

the sustainability of the pension 

scheme or change the welfare of 

households in the long-term 

equilibrium. A further 

requirement was achievement of 

sustainable public finances in the 

long term.

Chart 36. Chart 37.
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Under the given premise, 

pension fund assets could be 

reduced by around 20 

percentage points relative to the 

wage bill over the long term. A 

reduction in contribution rates in 

response to a strong increase in 

the number of retirees would 

raise employment relative to the 

baseline (Charts 34 and 35). 

Cuts in taxes and contribution 

rates would provide employees 

of retirement age an incentive to 

continue in working life, while 

the supply of labour in prime 

working age would also increase. 

In addition, demand for labour 

would grow in response to pay 

rises below the baseline. This 

would also reduce pension 

expenditure. When responses 

from the labour market, demand 

and production are taken into 

account, calculations indicate 

that pension contribution rates 

could be around 3 percentage 

points lower until the 2020s, 

while income tax rates could be 

roughly 2 percentage points 

lower relative to the baseline 

(Charts 36 and 37). Contribution 

rates could remain below the 

baseline throughout the 

demographic transition, ie until 

the mid-2030s.5

With household assets after 

tax above the baseline, annual 

per capita consumption could 

remain around 2 percentage 

points and GDP around 1 

percentage point higher than the 

baseline until the mid-2020s. 

Hence, the economic gains from 

more lenient taxation would be 

considerable.

There are of course many 

uncertainties surrounding these 

calculations. The estimates of 

labour supply elasticities are 

particularly crucial for the 

5  The baseline scenario does not account 
for the effects of the 2005 Pension 
Reform on contribution rates and income 
taxes.

results. The results would also 

change considerably if the 

pension fund’s rate of return 

were to exceed the general level 

of interest rates. Despite the 

simplifications, however, the 

analysis does highlight the 

importance of considering 

dynamic economic effects when 

setting long-term target scenarios 

for general government funds, 

central government debt and 

taxes.
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Costs and prices

Labour costs will rise at an exceptionally 

rapid pace throughout the forecast period. 

Substantial negotiated pay increases and 

continued tightness on the labour market 

will sustain the rapid pace of pay rises. 

With productivity growth slow, partly for 

cyclical reasons, the cost-competitiveness 

of Finnish companies will be weak both 

this year and next. Meanwhile, accelerat-

ing inflation will erode the rise in real 

wages, particularly this year.

World market prices for food raw 

materials and crude oil continued to rise 

dramatically through the first half of 2008. 

The rise in commodity prices is expected 

to flatten out during the course of the 

forecast period. Prices will nevertheless 

remain high in comparison with recent 

years. The high cost of imported energy 

means the pace of import price rises will still 

increase substantially in 2008.

Inflation has accelerated considerably 

due to the rising prices of energy and food 

allied to increases in alcohol and energy 

taxation. Inflation is forecast to accelerate to 

an average 4% in 2008, but to ease back again 

thereafter. In the early months of the forecast 

period consumer price inflation will be 

boosted by the tax changes introduced in 

January 2008, the substantial rise in food 

prices and higher labour costs. Towards the 

end of the period, the flattening out of 

economic growth, the fading pace of import 

price rises and reductions in value-added tax 

on food will bring consumer price inflation 

down to a more moderate level of around 2%.

Chart 38.

Labour costs

Labour costs have been rising excep-

tionally quickly since the end of 2007, 

when new industry-specific collective 

agreements came into force in many 

sectors. The negotiated pay increases 

are reflected strongly in wages and 

salaries in 2008. Measured by the index 

of wage and salary earnings, these rose 

by 5.3% during the first half of the year 

compared with the same period in 2007 

(Chart 38). The contribution of wage 

drift remained under 1 percentage 

point, the same level it has been at 

throughout the present decade.

The negotiated increases will 

continue to dominate labour costs 

towards the end of 2008 and in 2009. 

Wage levels are estimated to rise this year 

by an average of 5.4%. The increases 

agreed for 2009 are just under 1 

percentage point smaller, which will 

subdue growth in aggregate wages to 

4.5%. Besides the weaker economic 
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prices will undermine corporate profits 

and hence performance-based bonuses 

for wage and salary earners. On the 

other hand, the pressures for pay 

increases will be eased somewhat by the 

income tax cuts scheduled for 2009. The 

deteriorating employment outlook will 

also dampen wage pressures.

Labour costs are estimated to 

continue rising briskly in 2010, when 

earnings growth is forecast to be an 

average 3.5%. Even if the employment 

rate among older workers continues to 

rise, the retiring age cohorts are getting 

bigger every year, which will already sub-

stantially reduce labour supply at the end 

of the forecast period. Competition over a 

contracting labour force will mean higher 

wages.

Wage and salary earners’ real earnings 

rose by an average 0.9% in 2007. Despite 

the substantial pay deals, real earnings will 

grow just 1.3% this year. The pace will pick 

up next year, with inflation already slowing 

notably, and there will also be substantial 

growth in real earnings in 2010. Real 

earnings growth will average a good 2% 

per annum in 2009 and 2010. The 

purchasing power of wages and salaries 

will be boosted by tax cuts, particularly in 

2009.

As a result of the substantial pay 

increases, growth in labour costs in 

Finland will once again become faster 

than the average trend for the euro area 

(Chart 39). Measured per hours worked, 

average annual growth in labour costs in 

late 2007 and early 2008 was approxi-

mately ½ a percentage point faster than 

the average for the euro area.

There will be a cyclical slowing of 

labour productivity growth in 2008, 

because the weaker economic growth will 

not yet be reflected in a decline in the 

number of employed. Productivity growth 

is expected to pick up again slightly in 

2009, but it is not estimated to reach its 

historical growth rates until towards the 

end of the forecast period. Together with 

the rapid rise in wages and salaries, this 

means Finland’s cost-competitiveness will 

become weaker in the next few years. Unit 

labour costs grew by an average of almost 

4.5% in 2008 and 2009, which was unex-

pectedly rapid. In 2010, the pace of 

growth will slow to 2.5% (Chart 40).

Chart 40.
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Raw material prices

The world economy grew faster than 

expected in the first half of 2008 and 

there were resource constraints in 

several markets. Delivery times grew 

due to capacity constraints, including a 

shortage of cargo ships. World market 

prices of commodities, including 

foodstuffs and oil, have fluctuated to an 

exceptional degree during the course of 

the present year, with uncertainties 

surrounding both the sufficiency of 

supply and global demand. The pull 

from the emerging economies has so far 

shown no signs of weakening, and in 

the developed economies, too, there is a 

plentiful supply of investment targets 

that utilise primary commodities. The 

uncertainty over future supplies has 

been particularly striking in futures 

quotes for primary commodities such as 

oil and aluminium. The response of 

demand to rising prices has also been 

hard for market participants to gauge, 

particularly on the oil markets.

In addition to oil prices, the rising 

prices of basic foodstuffs have also 

pushed up the pace of consumer price 

rises in 2008, particularly in the 

emerging economies. The annual pace 

of change in dollar-denominated world 

market prices for foodstuffs accelerated 

already in summer 2008 to around 

60%. The 12-month change in cereal 

product prices in the summer months 

was around 80%, although the curve 

has since flattened out (Chart 41).

The upward trend in prices of 

forest-based commodities has been very 

subdued in recent years in comparison 

with the prices of metals and foodstuffs. 

In dollar terms they have remained 

Chart 41.

relatively stable since spring 2007. The 

decline in the prices of sawn goods in the 

spring of this year has been obscured by 

the rise in pulp prices. The price level of 

industrial raw materials (excluding 

energy and foodstuffs) jumped upwards 

at the beginning of the year due to the 

dramatic rise in iron ore prices. In 

contrast, euro-denominated prices of 

basic metals such as aluminium and 

copper have been on a downward 

trajectory, even if their price is still high 

in comparison with previous years. 

Average dollar-denominated prices of 

basic metals have admittedly been stable 

for the past couple of years.

At its highest point in July, the price 

of a barrel of crude oil almost touched 

USD 150, having risen extremely rapidly 

since the spring (Chart 42). In May–June, 

the price of oil was already over 80% 

higher than a year earlier. In real terms, 

however, the price of oil only climbed 

back to the level of the early 1980s at the 

beginning of this year. Besides supply-

side problems, part of the reason for the 

price leap was the slow reaction of 

demand, with the governments in many 
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developing economies subsidising 

consumer prices of oil products.

Rising fuel costs in the United States 

and Europe led in the summer months to a 

decline in consumption. When the 

consumption figures were published in July, 

the spot price of oil began a rapid slide, 

ending at around USD 100 in September. 

Futures prices, in contrast, remained 

around USD 110. The fall in oil prices was 

supported by OPEC’s announcement that 

oil producers would not be significantly 

cutting output. The International Energy 

Agency (IEA) estimated that oil 

consumption would decline in the 

industrial economies in 2008, but continue 

to grow in the emerging economies.

The slower phase of growth in the 

world economy at the beginning of the 

forecast period is expected to calm the 

commodity markets and also give supply 

time to adjust to the changes in relative 

prices. Even so, commodity prices will 

remain historically relatively high 

throughout the forecast period, mainly due 

to the strength of demand and slow growth 

in supply. The prices of industrial raw 

materials (excluding energy and foodstuffs) 

are estimated to continue their downward 

trend (Chart 43). Oil supply is estimated to 

grow slowly and further major price fluctu-

ations remain likely in the future.

Import prices

The average pace of rise in Finnish 

import prices slowed to around 2.5% in 

2007 (Chart 44).1 Although the world 

1 According to the Import Price Index published by 
Statistics Finland (2000 = 100). The import prices in the 
index cover the following sub-categories (classified 
according to intended use): energy, raw materials and 
intermediate goods, capital goods, consumer durables 
and other consumer goods.

Chart 44.
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Chart 42.

0

25

50

75

100

125

150

2003 2004 2005 2006 2007 2008 2009 2010

USD/barrel EUR/barrel

Sources: Bloomberg and Bank of Finland.

North Sea Brent

Crude oil prices

50

100

150

200

250

300

2003 2004 2005 2006 2007 2008 2009 2010

USD EUR

Sources: HWWA and Bank of Finland.

Prices of industrial raw materials (excl. energy)

Index, 2000 = 100

80

90

100

110

120

130

2000 2002 2004 2006 2008 2010

Import deflator, National Accounts
Import price index

Sources: Statistics Finland and Bank of Finland.

Import prices

Index, 2000 = 100



Costs and prices Economic outlook 2 • 2008 55 

market price of crude oil rose substan-

tially throughout 2007 and industrial 

raw material (excluding energy) prices 

until May 2007, the strengthening of 

the external value of the euro 

moderated the overall rise in import 

prices for the year as a whole.

In 2008, import price rises have 

clearly accelerated relative to the trend 

in the second half of 2007. The import 

prices of energy products, which follow 

crude oil prices, have risen dramatically 

in 2008 (Chart 45). The import prices 

of consumer goods have also been 

rising gradually as the moderating 

effect of globalisation on import price 

rises has waned. Of other imported 

goods, the prices of raw materials and 

intermediate goods have, in contrast, 

remained almost unchanged in 2008, 

while capital goods prices have actually 

come down slightly due to the slower 

growth in the world economy.

In contrast to the import price 

index, the national accounts import 

price deflator includes services as well 

as goods. The rise in the deflator slowed 

to around 2% in 2007, but in the first 

half of 2008 import prices according to 

the deflator were on average almost 

3.5% higher than the previous year: 

goods prices were up a good 4%, and 

services 1%.

The pace of import price rises is 

forecast to accelerate slightly in 2008, 

primarily due to the high price of 

energy imports. Energy import prices 

are also forecast to remain historically 

high in 2009 and 2010. In contrast, the 

price trend in other commodities and 

intermediate goods is expected to be 

very subdued in the forecast period, 

while there will be gradual acceleration 

in the rise of import prices of consumer 

goods. The slower growth in the world 

economy will keep the rise in capital 

goods import prices moderate. Import 

prices in the national accounts are 

forecast to rise this year by a good 4%, 

with the pace easing back to an average 

of just over 2.5% in 2009 and 2010.

Domestic producer prices

Industrial producer prices rose by an 

average of 3% in 2007 (Chart 46). The 

pace picked up again in early 2008 

following the flatter trend in the second 

half of 2007, partly because of the 

increase in world market prices for 

commodities. Industrial producer prices 

follow changes in international export 

prices fairly closely, because industrial 

goods are exported a lot and oil and 

other commodities are also used a lot by 

manufacturers of capital and intermedi-

ate goods, in particular. Changes in 

industrial producer prices also reflect 

changes in labour costs and productivity.

Chart 45.
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The fairly moderate trend in agri-

cultural producer prices continued until 

June 2007 (Chart 47), despite the fact 

the dramatic upswing in world market 

prices for food raw materials began 

already in 2006. In 2008, agricultural 

producer prices have risen to exception-

ally high levels in historical terms. Par-

ticularly in respect of cereals, eggs, meat 

and milk, the rise in producer prices has 

been exceptionally fast. Because raw 

materials typically make a very small 

contribution to the prices consumers 

pay for their food, the recent rise in 

consumer prices for food is more 

reflective of changes in other costs, such 

as those for energy and fertiliser.

In 2008, the national accounts 

price deflator for private sector output 

is expected to rise slightly faster than 

the previous year, at just under 3%, 

with slower growth in labour produc-

tivity, faster growth in labour costs and 

continued high prices for raw materials.

Consumer prices

HICP inflation in Finland in 2007 was 

1.6%, or 0.5 percentage points below 

the average for the euro area (Chart 

48). In January 2008, the dramatic rise 

in energy prices, large increases in food 

prices and higher taxes on alcohol and 

energy pushed inflation up to 3.5%. In 

recent months, consumer price inflation 

in Finland has grown faster than the 

euro area average, at well over 4%, due 

to the high energy prices and food price 

inflation above the rate experienced 

elsewhere in Europe. Rising labour 

costs have also stoked inflationary 

pressures. In contrast, the strong 

external value of the euro and flagging 
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world growth have served to moderate 

consumer price inflation.

Industrial goods (excl. energy) is 

the only main commodity group in the 

HICP where falling prices have served 

to moderate consumer price inflation in 

2008 (Chart 49). The decline in IT and 

entertainment electronics prices, 

underway for several years already, has 

continued, while the prices of cars have 

fallen substantially since the cut in car 

tax that came into force in January 

2008.

Service price inflation in 2008 

remained around 3% until July, when 

higher excise duties on alcoholic 

beverages introduced at the start of the 

year combined with rising food prices 

to drive the price of cafeteria and 

restaurant services upwards at a higher 

rate than previously. Higher prices for 

energy and real estate management 

further accelerated already rising rents. 

In August, service price inflation leapt 

by around 4% due to increases in 

healthcare and daycare charges.

The high price of crude oil and the 

tightening of energy taxation in January 

2008 have combined to drive energy 

price inflation into double-digit figures 

this year. In recent weeks, however, 

consumer prices for fuels have fallen 

back a little from the heights of July.

In January 2008, wholesale prices 

of food rose substantially and the excise 

duties on alcoholic beverages were 

raised. In the spring, rising energy, 

fertiliser and pay costs were reflected 

even more strongly than before in retail 

food prices (Box 7).

National CPI inflation in Finland 

accelerated to an average 2.5% in 2007. 

Chart 49.
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prices will fade, labour costs will rise 

more slowly than this year and food 

price inflation will flatten out. The 

second-round effects increasing prices 

are assumed to be minor and price 

expectations are expected to remain 

stable.

Consumer prices for energy are 

estimated to remain fairly high in 

historical terms throughout the forecast 

years, and the downward trend in 

industrial goods (excl. energy) prices 

will gradually peter out as the impact of 

the change in car tax fades. It is 

estimated that food price inflation will 

slow during the forecast years, although 

prices will remain high relative to recent 

years. The reduction in value-added tax 

on food scheduled for October 2009 

will moderate the pace of food price 

rises.

National CPI inflation is expected 

to accelerate to an average 4.1% in 

2008. An assumed cut in interest rates 

and a slower pace of house price rises 

will during the course of the year 

gradually bring CPI inflation down 

below the pace of HICP inflation. In 

2009, when there will no longer be any 

upward movement in house prices, 

national CPI inflation is forecast to 

come down to 2.2%. In 2010, CPI 

inflation will ease further still, to 1.7%.

Chart 51.
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Chart 52.

Box 7.

Recent developments in oil markets

The world market price for 

crude oil rose sharply in early 

2008. Although prices have since 

fallen, they remain high 

compared with previous years. 

There is no clear single cause for 

the rise in oil prices, which is due 

to several factors relating to 

supply and demand. This box 

discusses the most important of 

these.

The supply of crude oil has 

in recent years only just matched 

growing demand. This is mainly 

due to extremely sluggish growth 

in investments aimed at 

increasing oil production 

capacity. Several factors have 

driven the marginal costs of oil 

drilling in recent years. The low 

level of investments is mainly 

due to the fact that oil producers 

are increasingly having to drill in 

difficult locations and from 

smaller deposits, or even to 

extract oil from completely new 

sources (eg tar sand). This 

requires new, more expensive 

technology, in which there was 

scarcely any investment in the 

1990s, due to the low level of oil 

prices.

Market concerns about the 

sufficiency of oil supplies have 

also been intensified by the 

uncertainties surrounding 

available production capacity 

and the geographical concentra-

tion of supplies. OPEC countries 

currently account for over 40% 

of global oil production and 

hold approximately 75% of 

known oil reserves. Geopolitical 

uncertainties in the Middle East 

thus have a major impact on the 

risk premia on oil prices.

The balance between 

growth in global oil supply and 

demand is presented in the chart 

below as the annual change in 

net consumption (consumption 

less production) of oil in various 

regions (Chart 52). A positive 

figure for a given year means 

that the region in question has 

covered growth in oil 

consumption partly by imports 

from other parts of the world. 

The chart shows that in North 

America the change in net 

consumption has turned negative 

in recent years, due to slowing 

demand. In contrast, net 

consumption in Asian countries 

has continued to grow robustly 

for quite some time. In Europe, 

growth in net demand has 

slowed in recent years, but in 

early 2008 this situation was 

reversed. Growth in oil imports 

to Europe is sustained by the 

strong decline in domestic oil 

production, caused by declining 

levels of deposits in the North 

Sea oil fields. The growth in net 

supply from countries in the 

Middle East has been extremely 

modest in recent years, despite 

rising oil prices, and in 2007 

growth in net demand in these 
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countries was stronger than in 

any other region. The growth in 

demand in the Middle East thus 

appears to have eaten away even 

the small growth in production 

in the region. In the first quarter 

of 2008, however, there was a 

change in this situation, due 

particularly to an increase in 

output by Saudi Arabia.

Although the pace of 

growth in crude oil consumption 

has not accelerated any more 

over the last couple of years, 

consumption itself has continued 

to grow robustly, particularly in 

countries in which the prices of 

crude oil end-products (mainly 

petrol) are subsidised from 

government funds. In 2007, 

petrol consumption actually 

declined in countries in which 

market mechanisms are allowed 

to operate and petrol prices are 

not subsidised (Chart 53). In 

contrast, in countries in which 

petrol prices are subsidised, 

subvention restricts the 

functioning of normal market 

mechanisms aimed at end users, 

and, as a result, growth in 

consumption has not slowed 

despite rising oil prices.

In the near term, there will 

be downward pressure on 

growth in oil demand, particu-

larly in developed economies, in 

a context of sluggish economic 

growth, and the persistent rise in 

oil prices will gradually depress 

demand. At the same time, 

however, oil demand will 

continue to be strong in the 

majority of emerging economies, 

although cuts in price subsidies 

may serve to dampen demand 

growth.

The current problems and 

uncertainties surrounding oil 

supplies are not expected to 

disperse in the near future, and 

expert assessments indicate there 

will be hardly any new oil 

production capacity coming on-

stream in the next few years. 

This is also reflected in market 

expectations, in the high prices 

for long-term futures.

Chart 53.
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Box 8. 

Food prices in Finland

In 2008, food prices have 
increased much faster in Finland 
than in the euro area on average. 
The sharp rise began six months 
later in Finland than in the euro 
area as a whole (Chart 54). The 
prices of many foods, including 
dairy and cereal products and 
meat, have increased at an 
exceptional rate this year. In 
August 2008, the 8.3% year-on-
year increase in food prices 
boosted HICP inflation by as 
much as 1.8 percentage points. 
Both higher energy prices and 
rising prices for fertilisers and 
animal feed have contributed to 
an increase in farming costs.

Finland has one of the 
highest food price levels in the 
euro area.1 Dairy products in 
particular are more expensive in 
Finland than in other countries, 
but the prices of bread and 
cereal products are also higher 
than the euro area average. Only 
certain meat products, fish and 
shellfish have on average posted 
lower prices in Finland than in 
other euro area countries, but 
price differences in these product 
groups have narrowed in recent 
years.

In 2000–2007, food prices 
(excl. non-alcoholic beverages, 
alcoholic beverages and tobacco) 
increased by under 2% per 
annum on average, whereas in 

1  This analysis is based on actual food 
inflation in each country and the findings 
of the Eurostat survey ‘Eating, drinking, 
smoking - comparative price levels in 37 
European countries for 2006’.

January–August 2008 the rise 
averaged 8% (Chart 55). Milk, 
cheese and egg prices posted very 
moderate increases until the end 
of 2007, but by August 2008 
price inflation for dairy products 
had already reached around 
20% from the same period the 
year before. Before the current 
year, dairy products had not 
fuelled food inflation to any 
notable extent, with the 

exception of the temporary 
market disruption at the turn of 
the millennium caused by animal 
diseases. In the course of 2008, 
the contribution of dairy 
products has increased to 2.9 
percentage points on average.

Before 2008, prices of 
bread and cereal products 
increased at a relatively slow 
rate, but in August 2008 the 
pace had picked up to 8.5% year 

Chart 54.
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on year. Developments in the 
prices of bread and cereal 
products partly reflect changes in 
the world market price of 
cereals. However, cereals account 
for as little as about 5% of the 
price of bread, which is mainly 
dependent on other factors, such 
as the price of energy and 
fertilisers, and payroll costs. In 
2008, the rising prices of bread 
and cereal products have 
boosted food inflation by 1.5 
percentage points on average.

In August 2008, the price of 
meat climbed close to 7.5% 
higher than a year earlier 
because of the increase in the 
price of feed, and hence pork, in 
particular, as a result of higher 
cereal prices. The contribution of 
meat prices to the acceleration of 
food inflation has been 1.5 
percentage points on average this 
year. Food inflation is also 
dependent on seasonal products, 
such as fruit and vegetables, and 
the lower-weight index 
components of fish, oils and fats.

Although food prices are 
not projected to drop considera-
bly from present levels over the 
forecast horizon, their contribu-
tion to total inflation will decline 
notably at the beginning of 2009 
when the January 2008 price 
increases fall out of annual 
inflation calculations. Food 
inflation will also be tempered 
by the reduction in value added 
tax on food scheduled for 
October 2009. Changes in the 
competitive dynamics and 
structure of the food industry 
will continue to influence devel-
opments in consumer prices of 
foods.
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Box 9. 

Inflation and relative prices in Finland

Inflation has accelerated consid-
erably in Finland during the first 
half of this year. Whereas price 
inflation in December 2007 
stood at just 2.5%, it accelerated 
in July to 4.4% as measured by 
the national consumer price 
index (CPI). The rise in inflation 
is particularly related to the 
increase in food prices, increases 
in energy and alcohol taxes and 
increasingly expensive oil. These 
shocks, primarily real by nature,1 
are visible as changes in relative 
prices. However, they have also 
been reflected as an increase in 
the general level of prices, since 
price developments in other 
products and services have not 
been sufficient to prevent this.

The acceleration of inflation 
in January 2008 was visible, as 
expected, as a strongly increased 
frequency of price rises. A review 
of the frequency distribution of 
the 12-month percentage changes 
of all 494 subcategories of the 
national CPI reveals that price 
rises increased steeply in January 
(Chart 56). The balance figure in 
the chart (‘balance of frequency’) 
has been calculated by deducting 
the percentage share of negative 
price changes (below –2%) from 

1  Real shocks are all changes in the 
structure of supply and demand that 
entail changes in relative prices. These 
changes should not have predictable 
impacts on the general price level. On the 
other hand, nominal shocks, or shocks in 
total demand, comprise all changes with 
an impact on the general price level or its 
rate of change. These changes in turn 
should not have predictable impacts on 
relative prices.

the percentage share of positive 
price changes (over 2%).2 Since 
the frequency of rising and 
decreasing prices is not directly 
comparable to their significance 
for households, the chart also 
presents a balance figure weighed 
by actual consumption, ie a 
household consumption basket.

The proportion of strongly 
rising prices in the household 
consumption basket has been 
significantly higher than the 
proportion of markedly 
decreasing prices for a long time. 

2  These limits have been set arbitrarily, 
but the balance figure nevertheless roughly 
illustrates the frequency of price increases 
as opposed to price decreases. Goods 
whose prices changed less than 2% one 
way or the other have been left between 
the positive and negative price changes. 
The exclusion of this group in calculation 
of the balance figure can be justified by the 
fact that the measurement of individual 
prices involves a sampling error.

For example, in September 2007, 
the weighted balance figure 
increased much more than the 
non-weighted balance figure. 
This shows that the rising 
inflation at the time was the 
result of an increase in the prices 
of a few goods with a high 
weighting. In January 2008, the 
non-weighted balance figure also 
increased steeply, ie the 
frequency of price rises rose 
significantly.

The strongly increased 
frequency of rising prices also 
shows up as higher median 
inflation. While the median of 
the 12-month percentage 
changes of all 494 subcategories 
of the national CPI stood at 
1.3% in December 2007, in 
January it jumped to 2.7%. 
What is troublesome in this 
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context is that median inflation 

has picked up further in 2008, 

and in July it was already 3.3%.

The impact, or contribu-

tion, of a single good on the rate 

of change of the CPI is 

calculated by multiplying the 

annual percentage change of the 

price of the good by its weight in 

the CPI. The weight depicts the 

significance of the component in 

the household consumption 

basket. By calculating the contri-

butions of all components, 

arranging them by volume and 

calculating their cumulative sum, 

it is possible to generate a figure 

that at the same time gives an 

overall picture of the frequency 

of increasing and decreasing 

prices as well as the rate of 

change of the whole price index. 

In practice, such a graph is 

constructed so that the value of 

the component whose price 

change made the largest positive 

contribution to the increase in 

the price index is located first on 

the left. The second-highest 

positive contribution is added 

next. This process continues 

until the territory of decreasing 

prices is reached. First, the 

component with the smallest 

impact slowing down the rise of 

the price index is added to the 

cumulative sum. This continues 

until the largest negative contri-

bution is finally added to the 

Chart 57.

sum. The cumulative sum of the 

arranged contributions ends in a 

figure that is the same as the rate 

of change of the whole consumer 

price index. Therefore, the graph 

is upwardly convex, which is a 

direct consequence of the 

arrangement of the contributions 

by volume. Chart 57 presents 

four curves generated in this 

manner at different points in 

time.

As recently as January 

2006, the contribution sum both 

increased and decreased fairly 

symmetrically. Thus, the price 

stability at the time is not 

primarily explained by the slug-

gishness of increasing prices or 

absence of increase but by the 

simultaneous occurrence of 

decreasing prices. A general 

increase in inflation should be 

shown as a shift of the peak of 

the curve upwards and to the 

right. This indeed happened in 

January 2008, when rising prices 

became increasingly frequent, 

and the number of decreasing 

prices was reduced. In January 

2008, the contribution of rising 

prices to the rate of increase of 

the CPI was almost double in 

comparison with the prices in 

January 2006. At the same time, 

the proportion and contribution 

of decreasing prices were 

reduced. An alarming feature in 

this context is that in June 2008 

the contribution of rising prices 

was even more sizable than in 

January 2008.
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Risk assessment

The forecast estimates that world growth 

will slow as a consequence of higher 

commodity prices and the turbulence 

currently hampering financial intermedia-

tion. If the problems on the financial markets 

were to deepen and the recession in the 

developed economies begin to also affect 

emerging economies, the world economy 

could even grow much slower than forecast.

A stronger-than-forecast weakening 

of world growth would also inevitably 

have a negative impact on the Finnish 

economy. The most sensitive areas of the 

economy would be exports and 

investment. A deepening of the problems 

on the financial markets would, for its 

part, push up the costs of finance further 

still, which would hamper growth not just 

in investment, but also in consumption. 

Higher financing costs would also depress 

the price of shares and other assets.

The pace at which wages and prices 

have been rising has accelerated and the 

forecast envisages a substantial weakening 

of the competitiveness of Finnish output. 

At the same time, inflation expectations 

have risen and there is a clear risk of a 

negative cost spiral. The effort involved in 

halting and repairing the consequences of 

a stronger-than-forecast cost spiral could 

mean a longer-than-forecast period of low 

growth, as a result of which the longer-

term growth prospects for the economy 

could also be weakened.

The forecast is for a gradual deceler-

ation in inflation during the forecast 

period, but an accelerating cost spiral 

would inevitably lead to faster-than-

forecast inflation. It is possible that the 

recent strong fluctuation in oil and other 

commodity prices together with 

unexpected changes in the external value 

of the euro could continue. If so, there 

would also be stronger fluctuations in the 

rate of overall inflation in the forecast 

period.

International economy

Anticipating the future trend of the 

world economy is exceptionally 

challenging at present in the face of a 

simultaneous powerful commodity price 

shock and widespread turbulence on the 

financial markets. Although world 

growth forecasts have for this reason 

been lowered and inflation forecasts 

raised across a broad front, the risks to 

growth are still considered to be on the 

downside, while the threat of even faster 

inflation has still not receded.

The global slowdown in growth 

began from the turbulence on the US 

financial markets in the second half of 

last year. The key question is whether 

the slowdown will remain under 

control, as forecast, or whether there is 

the threat of a global recession and a 

potentially long period of slower 

growth. It is also the case that the final 

extent of the turbulence and its full 

impact on the real economy are not yet 

visible. Moreover, the still relatively 

comforting growth outlook is based on 

a continued favourable trend in the 

emerging economies despite the slower 

growth in the US, European and 

Japanese economies. If growth in the 

emerging economies begins to falter in 

the wake of the developed economies, 

world growth will be even weaker than 

forecast.
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The financial market turbulence 

could generate negative growth spirals 

in a number of ways: a sustained fall in 

house and share prices would force 

indebted buyers to sell their assets, 

which would cause a further fall in 

asset prices; a decline in collateral 

values and the resulting credit losses 

would force banks to reduce their 

balance sheets, in practice curb their 

lending, which would put further 

downward pressure on asset prices. 

Reduced lending and a general 

weakening of the financial sector would 

hamper economic growth and push up 

unemployment, which in turn would 

weaken the financial sector.

The spread of economic pessimism 

and a general attitude of caution could 

also feed the slowdown in growth, 

which would further weaken the 

outlook for the banking sector. The 

rising cost of energy and other 

commodities has cut household 

purchasing power and moderated 

consumption. Growing inflationary 

pressures and the uncertainty caused by 

the financial market turbulence have 

eroded confidence among consumers 

and economic agents more broadly, and 

this has been reflected in a substantial 

weakening of many economic indicators.

In essence, the downside risks to 

the world growth outlook are based on 

the possibility a dynamics based on the 

financial market crisis’ own harmful 

spirals could gain strength from a 

weakening trend in the real economy 

caused by high oil and other 

commodity prices, and that these 

negative effects could become mutually 

reinforcing.

Although the risks to the growth 

forecast for the world economy are 

considered to be weighted on the 

downside, it is also possible that the 

trend could turn out to be better than 

forecast. It may well be that the inter-

vention by the Federal Reserve and 

other authorities in the United States 

plus investors’ active capitalisation of 

problem banks will limit the impact of 

the financial market turmoil primarily 

to the financial sector alone and the 

housing market slump will also turn 

out to be shorter than forecast. A 

successful restructuring on the financial 

markets and among financial institu-

tions would remove the excess capacity 

created by the recent problems and help 

restore confidence in the efficiency of 

the markets. If growth in the emerging 

economies is not significantly damaged, 

the boost to foreign trade from the 

weak dollar could continue, strengthen-

ing faith in a controlled adjustment of 

the imbalances in the US economy.

Another upside risk to the growth 

forecast relates to the price of 

commodities, and particularly oil. The 

break in the rising price trend over the 

summer, and particularly the clear drop 

in the price of oil products, has aroused 

hopes of an easing in inflationary 

pressures and a return to growth. If the 

prices of oil and other commodities 

remain below the peak levels of the 

spring, it is possible that economic 

growth could be somewhat better than 

forecast. However, it is, by no means 

certain the lower prices would continue 

if there were to be a recovery in growth. 

A return to growth caused by a drop in 

the price of oil would very probably 
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lead in the short term to a new rise in 

commodity prices, because more 

efficient use of energy and the substitu-

tion of oil by other sources of energy 

would take time. The growth effect 

could, therefore, be fairly limited.

All in all, there are major uncertain-

ties surrounding the future direction of 

the world economy, in both the short and 

the medium term. The present turbulence 

is such as to not only upset the economic 

cycle; it could also cut the growth 

potential of many economies around the 

world. It is conceivable that economic 

growth and the related fluctuation 

between optimism and pessimism will in 

future be greater specifically because of 

the uncertainty surrounding the scale of 

potential growth.

Domestic economy

Many of the perceived risks threatening 

the Finnish economy have either 

already occurred or look likely to be 

realised in the near future. Such risks 

include problems in sourcing raw 

materials in the forest industry and 

growing cost and price pressures caused 

by the global acceleration of inflation.

Higher duties on Russian exports 

of roundwood now appear 

unavoidable. In the forecast, these are 

envisaged as hampering output growth 

and employment in the industry, as 

taxation solutions aimed at increasing 

the supply of domestic roundwood will 

be insufficient to compensate for the 

loss of production caused by the 

shortfall in imported roundwood. The 

inflation risks have actually been partly 

realised already. Cost and price 

pressures have increased across a broad 

front. In addition to the rise in the price 

of energy and other import-based 

inflation, labour costs have also risen 

exceptionally quickly. This has consid-

erably weakened Finland’s cost-compet-

itiveness relative to the recent past. In 

the forecast, this is reflected in a loss of 

export market shares.

Indeed, the most significant risk in 

the immediate years ahead is precisely a 

worsening of the price-wage spiral. 

Such a spiral would come about if 

rising inflation expectations were to 

alter wage formation and corporate 

pricing behaviour. This would drive 

inflation expectations ever further from 

the inflation target, while actual 

inflation would be higher than forecast. 

A cost spiral would undermine the pre-

dictability of the economy for a long 

time ahead and increase economic 

agents’ adjustment costs. These effects 

are evaluated in the alternative scenario 

at the end of this chapter.

With regard to the real economy, 

the forecast risks are also unusually 

large, because so far all we really know 

about the cyclical changes are their 

general direction. If the situation in 

Finland’s important export markets 

were to deteriorate more strongly than 

forecast, it could lead to a stronger-

than-forecast slowing of growth in 

industrial output. The scope for 

companies to adjust to weaker demand 

is unusually limited at present, with 

negotiated pay increases sustaining 

rapid growth in pay costs.

Another risk factor is investment 

demand. In the forecast, it is projected 

that investment growth will come to a 

halt in 2009. However, the investment 
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ratio will continue to be relatively high 

throughout the forecast period. This is 

based on the idea that the rapid pace of 

growth in the Finnish economy in 

recent years has led to an accumulation 

of investment needs that capacity 

restrictions have made it impossible to 

satisfy. If the demand outlook were to 

be weaker than forecast, companies 

could abandon investment projects or 

postpone them further into the future. 

The consequence would be weaker-

than-forecast domestic demand and 

employment.

The problem is, if the economy 

drifts into a much slower phase of 

growth than forecast, this could also 

weaken the longer-term prospects for 

growth. A significant drop in labour 

demand could cause a considerable 

number of employees close to 

retirement age to leave the labour 

market altogether, as labour supply in 

the oldest age groups typically reacts 

very sensitively to fluctuations in labour 

demand. Viewed historically, the next 

few years represent an entirely 

exceptional phase on the labour 

market, with around 7% of the labour 

force becoming eligible for retirement 

pension. The labour market share of the 

oldest age groups of working age has 

been growing constantly for a number 

of years. If the share were to begin to 

decline in response to weakening 

demand, this would significantly 

weaken the labour force potential of 

the Finnish economy.

Domestic purchasing power will be 

eroded in the forecast period by 

continued deterioration in the terms of 

trade. These have been declining steadily 

since 2002, at an average rate of 1 

percentage point per annum. With the 

proportion of imported goods that can 

be paid for by exported goods declining 

each year, this means volume growth in 

GDP gives an overestimated picture of 

the trend in purchasing power. A decline 

in purchasing power caused by a sharp 

rise in import prices could even depress 

growth in domestic demand towards the 

end of the forecast period. The sustained 

downward trend in the terms of trade is 

making it harder for households to 

manage their long-term financial 

commitments. The household debt 

burden, already exacerbated by higher 

interest rates, could therefore be under-

estimated in the forecast.

Short-term inflation risks

Inflation risks over the next few months 

will be slightly on the upside. Chart 58 

illustrates the uncertainty surrounding 

the forecast pace of HICP inflation 

until the middle of 2009. The risks to 

national CPI inflation additionally 

include the uncertainty surrounding the 

Chart 58.
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future course of housing prices and 

interest rates on housing loans, as these 

factors are included in the national 

index but not in the harmonised index.

Because short-term inflation risks 

are slightly on the upside, the short-

term forecast fan is slightly unsymmet-

rical. Thus, faster-than-forecast inflation 

is considered slightly more likely than 

slower-than-forecast inflation. The risk 

of faster-than-forecast consumer price 

inflation relates to the trend in service 

prices. If the second-round effects of 

higher labour costs and higher prices 

for energy and food have a stronger-

than-forecast impact on service prices, 

the rate of inflation over the next few 

months will be faster than forecast.

The breadth of the fan illustrates 

the greater-than-normal uncertainty 

surrounding the inflation forecast. The 

price trends in both food and, particu-

larly, energy are attended by a greater-

than-normal spread of risks during the 

present forecast period. Food prices 

could diverge from the forecast if the 

way in which changes in world market 

prices feed into domestic consumer 

prices is different to what has been 

estimated. The possibility of changes in 

competition in the trade sector also 

increases the uncertainty surrounding 

consumer prices of food. The price of 

oil and other commodities could 

fluctuate in either direction over the 

next few months due to unforeseen 

changes in supply and demand. At the 

same time, an unexpected fluctuation in 

the external value of the euro could 

either subdue or reinforce the effects of 

commodity price fluctuations on 

domestic consumer prices.

Alternative scenario: a deepening 
prices and wages spiral

According to the forecast, the inflation-

ary pressures caused by the rise in energy 

and food prices are temporary and will 

gradually fade. Developments could, 

however, also lead in a more negative 

direction for overall price stability. The 

rise of international inflationary 

pressures and the substantial increases 

agreed in the most recent round of pay 

talks could lead to an accelerating cost 

spiral in which rising prices and wages 

feed into and reinforce each other. In this 

case, actual inflation and inflation expec-

tations would begin to depart further 

and further from a level of inflation 

consistent with price stability. The 

alternative scenario presented here 

outlines such a development trend.

Two separate calculations have 

been carried out using Aino, a dynamic 

general equilibrium model developed at 

the Bank of Finland. The first 

calculation illustrates what would 

happen in the event of changes in 

corporate pricing behaviour and wages 

formation. The second calculation 

illustrates how the central bank could 

respond to such a change in behaviour 

in order to ensure price stability.

Calculation 1: Anchors away

A key function of any central bank is to 

ensure price stability. In the euro area, 

actual inflation and inflation expecta-

tions are anchored fairly effectively to 

the objective of price stability. The 

recent acceleration in the pace of 

inflation may, however, have weakened 

household and corporate confidence in 

the preservation of price stability. We 
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shall now examine the sort of events 

that could endanger long-term price 

stability.

In the Aino model, some 

companies apply a simple rule in setting 

their prices: prices are raised to match 

the rise in inflation in the preceding 

period. In this alternative calculation, 

we assume these companies change 

their behaviour and raise their prices by 

more than this. They endeavour to 

adapt their pricing policies to a 

situation of accelerating inflation. At 

the same time, of course, they thereby 

create a spiral of rising costs and prices.

Meanwhile, on the labour market, 

employees correspondingly seek com-

pensation above the level of productiv-

ity growth, whereby wage behaviour 

changes. In the calculation, changes in 

the behaviour of pricing and wages are 

dimensioned so that the rise in wage-

earners’ real earnings remains stable; 

the changes in pricing behaviour begin 

in the final quarter of 2008.

The alternative scenario includes 

the assumption that the spiral of rising 

costs and prices occurs only in Finland. 

Because Finland has only a small share 

of the euro area economy, the European 

Central Bank does not alter its 

monetary policy.

The key outcomes of the 

calculation are presented in Table 10. 

As a consequence of the change in 

pricing and wages formation behaviour, 

there is no deceleration in the pace of 

inflation during the forecast period. In 

similar vein, nominal wages rise much 

faster than in the baseline scenario. As 

already mentioned, the trend in real 

wages nevertheless remains stable.

When companies raise their prices 

more than the increase in their costs, 

this leads to a situation in which it is no 

longer possible to sell all their output at 

Table 10.

Cost spiral

Deviations from forecast

2008 2009 2010
Annual deviation, % points
GDP -0.1 -0.6 -0.4

Imports 0.0 0.0 0.2

Exports 0.0 -0.4 -0.3

Private consumption -0.1 -0.4 -0.2

Private sector investment -0.1 -0.8 -0.5

Price of private consumption 0.0 0.4 0.4

Average wages 0.0 0.4 0.4

Real average wages 0.0 0.0 0.1

Number of employed 0.0 -0.5 -0.4

Deviation, level
Employed, 1,000 persons -1.2 -12.9 -22.0

Unemployment rate, % points 0.0 0.3 0.4

Source: Bank of Finland calculations.
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the new, higher prices. This decline in 

demand leads to a drop in output and 

hence in productivity. Employers 

respond to the decline in productivity 

by cutting their labour force.

Lower employment causes a decline 

in households’ disposable income, 

sparking a drop in consumption despite 

the decline in real interest rates. Weaker 

corporate profitability also leads to a cut 

in capital investment despite the decline 

in real interest rates.

The higher level of costs means 

higher export prices, leading to a decline 

in Finland’s external cost-competitive-

ness. As a consequence, exports decline 

and imports rise, causing a slight deteri-

oration in the terms of trade.

Calculation 2: Price stability

One of the key functions of the 

European Central Bank is to ensure 

price stability. When euro area inflation 

and inflation expectations rise above 

target levels, the central bank responds 

to the threat to price stability by raising 

interest rates immediately by 2 

percentage points, and by a further 1 

percentage point in 2010. In the 

calculation, the interest rate rise is 

dimensioned so as to restore price 

stability over the medium term.1

In this scenario, it is assumed the 

change in monetary policy has no effect 

on exchange rates.2 The key outcomes 

of the calculation are presented in Table 

11. Despite a monetary policy designed 

1  The assumption regarding changes in interest rates 
is technical in nature and does not reflect the Bank of 
Finland’s position on probable or desirable interest 
rate changes.
2  Under the alternative scenario, appreciation of the 
euro relative to the other major currencies would 
mean inflation at a level lower than that presented 
here. The impact of monetary policy on output and 
employment would also be greater.

Table 11.

Cutting the cost spiral

Deviations from forecast

2008 2009 2010
Annual deviation, % points
GDP -0.3 -1.1 0.4

Imports -0.3 -0.6 1.0

Exports 0.0 -0.3 -0.2

Private consumption -0.5 -1.0 1.0

Private sector investment -0.9 -3.2 1.7

Price of private consumption 0.1 0.5 0.0

Average wages 0.0 0.3 0.3

Real average wages -0.1 -0.2 0.3

Number of employed -0.3 -0.9 0.3

Deviation, level
Employed, 1,000 persons -7.4 -31.0 -24.3

Unemployment rate, % points 0.1 0.6 0.5

Source: Bank of Finland calculations.
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to ensure price stability, the central 

bank is unable to seriously influence 

inflation in the short term. Because a 

euro area-wide cost spiral pushes up the 

prices of goods imported from the euro 

area, Finland’s inflation in 2008 and 

2009 is even higher than in calculation 

1. In the medium term, the rise in real 

interest rates is sufficient to restore 

inflation close to a level consistent with 

price stability. As a consequence of the 

monetary policy pursued by the 

European Central Bank, the pace of 

inflation eases back in the medium term 

throughout the euro area. As a result, 

the prices of goods imported from the 

euro area also decline over the medium 

term, and this helps to reduce inflation-

ary pressures in the Finnish economy in 

2010. Nominal wages decrease only 

slightly, and real wages begin to decline 

slightly during the first year.

In addition to the now higher level 

of costs and weakened demand, 

corporate earnings are further 

depressed by the rise in real interest 

rates, which leads to a steep fall in 

output in 2009. This in turn depresses 

productivity further still. In order to 

raise productivity, companies cut their 

labour force more than in the previous 

calculation. The cut in the labour force 

is front-weighted, meaning the deterio-

ration in the employment situation is 

particularly striking in 2009.

Conclusions

The above alternative scenario seeks to 

evaluate the potential consequences for 

the Finnish economy in the event of a 

disintegration of price stability in the 

euro area. The prospect is not particu-

larly encouraging. A cost spiral would 

lead to a decline in both employment 

and private consumption.

It also evaluates the possibility of 

the central bank taking determined 

action to eliminate the impacts from a 

negative supply-side shock of this sort. 

The calculations demonstrate that when 

the central bank sets out to restore 

price stability after actual inflation and 

inflation expectations have diverged 

from the inflation target, it initially 

causes considerable costs. In the short 

term, economic growth fades as a 

consequence of higher real interest 

rates, and there is a rapid drop in 

employment. Over the medium term, 

however, the economy already begins to 

recover.
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Changes from the previous forecast

This box provides an analysis of changes in the 
Bank’s forecast and risk assessment since the 
forecast published in March 2008, and the reasons 
for said changes.� Compared with the previous 
forecast, it is now estimated that GDP will grow 
much more slowly and inflation will be considera-
bly higher in 2008–20�0 (Table �2).

The largest revisions to the forecast are 
caused by the actual growth in the world economy 
so far and changes in the growth outlook since the 
early part of the year, and also by the fact that 
Russian export duties on roundwood and their 
adverse economic effects are now taken fully into 
account in the baseline scenario.2

The dip in world economic growth is proving 
deeper and more protracted than predicted in the 
March forecast. World growth will remain more 
sluggish throughout the forecast period, but 
especially in 2009.

The deteriorating growth outlook for the 
world economy has contributed to the reversal of 
the upward trend in commodity prices in the course 
of the summer. According to the forecast, the prices 
of commodities other than energy, in particular, are 
expected to remain lower in the forecast period 
than predicted in March. Oil has also become much 
cheaper since the price hike in the summer. 
However, the futures prices underlying the oil price 
forecast currently suggest that the oil price per 
barrel will persist in the forecast period at a level 
about USD �0 higher than expected in March.

�	 	Bank	of	Finland	Bulletin	�/2008.	Economic	outlook.	Bank	of	
Finland.

2	 	The	underlying	forecast	assumptions	are	presented	in	Box	�.

The previous forecast assumed that the 
external value of the euro would remain broadly at 
the level observed in early March throughout the 
forecast period, ie slightly stronger on average than 
in 2007. In the course of the spring, however, the 
external value of the euro strengthened 
appreciably, particularly against the US dollar, but 
has subsequently fallen back again. It is now 
assumed the euro will remain stable against the 
dollar throughout the forecast period, at a level 
somewhat below that envisaged in the previous 
forecast. If Finland’s trade weights are included in 
the calculation, the value of the euro is assumed to 
stay broadly in line with the previous forecast and 
competitiveness measured in this way to remain 
unchanged in the forecast period.

The turbulence on the financial markets has 
lasted longer than expected at the time the 
previous forecast was drafted. The risk premia on 
unsecured interbank credit and, consequently, 
short-term market rates (in the forecast the 3-
month Euribor) have persisted and are expected to 
continue to persist at pronouncedly higher levels 
than foreseen in March. The higher-than-expected 
interest rates are contributing to lower economic 
growth and a poorer growth outlook in the world 
economy and in Finland compared with the 
previous forecast. By contrast, estimates of the 
availability of financing do not diverge in the 
forecasts; the availability of financing has not been 
impaired and is not expected to be materially 
impaired in Finland in the forecast period.

The divergence of actual growth in the inter-
national economy and the outlook for future 
growth, commodity prices, the external value of 

Table	�2.

Current and previous forecast

2007 2008 2009 2010

GDP,	%	change 4.5 2.3 �.3 2.�

		previous	forecast 4.4 2.7 2.3 2.2

Inflation	(HICP),	% �.6 4.0 2.6 2.2

		previous	forecast �.6 3.� 2.5 2.0
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the euro and the level of interest rates from what 
was predicted earlier is reflected in this forecast 
particularly in Finland’s foreign trade, private 
investment and private consumption, employment, 
and producer and consumer prices. New 
nowcasting information and statistical revisions 
have also had an impact on the forecast figures.

Higher oil and final oil product prices in the 
world market have raised import prices and 
consumer prices for energy in the first half of the 
year by more than estimated in March. Food raw 
materials and the food processed from them have 
also become more expensive in the early part of 
the year than forecast. For these reasons, consumer 
price inflation will this year be � percentage point 
higher than estimated in March. The appreciation 
of the euro in the first half of the year has 
prevented the stronger-than-previously-forecast 
rise in import prices from being fully reflected in 
domestic producer and consumer prices.

Revised statistical data indicates that a larger-
than-predicted share of GDP growth in 2007 came 
from foreign trade. Faster-than-forecast growth in 
exports and slower-than-forecast growth in 
imports in the first six months of the year point to 
the contribution of foreign trade in 2008 also 
proving significantly larger than projected in 
March. Consistent with the previous forecast, 
weaker growth in international demand and a 
deterioration in domestic cost competitiveness are 
estimated to cut export growth and the growth 
contribution from foreign trade, but the slowest 
phase of export growth is now predicted to fall in 
2009 instead of 2008.

A stronger decline in international demand 
growth than previously foreseen is estimated to be 
reflected primarily in private investment, in which 
growth in the forecast period will remain markedly 
lower than predicted in March. Higher corporate 
financing costs will also contribute to slower-than-
forecast investment growth. Even so, the 
investment ratio of the economy as a whole will 
continue to remain high.

A number of factors contribute to the current 
perception that private consumption will grow 

slightly more moderately in the forecast period 
than predicted in the previous forecast. Real 
earnings growth is forecast to remain somewhat 
more subdued than previously estimated, with 
much higher inflation eating the fruits of a mildly 
stronger earnings performance. Simultaneously, a 
more rapid rise in labour costs will curtail 
employment growth. In addition, higher financing 
costs than assumed earlier will constrain 
households’ potential for consumption in the 
forecast period.

Estimates of the current state of public 
finances and the outlook for the future remain 
largely in line with the previous forecast. General 
government revenue will grow this year by more 
than predicted, but at the same time expenditure 
growth will be faster than forecast. According to 
the government’s budget proposal, income tax cuts 
in 2009 will be larger than foreseen in the March 
forecast, but the assumption is that tax cuts will 
continue throughout the forecast period in 
accordance with the government programme. The 
estimate of a long-term structural financing gap in 
public finances also continues to be valid.

The downside risks to growth and the upside 
risks to inflation presented in the previous forecast 
have partly materialised. The financial market 
turbulence has proved more serious and more 
protracted than predicted, which has dampened 
world growth by more than estimated in the 
previous forecast. Meanwhile, the prices of 
processed food and energy have risen and 
consumer price inflation has accelerated faster 
than previously foreseen.

Despite lower GDP growth estimates than in 
the previous forecast, the risks to growth in the 
present forecast continue to be slightly on the 
downside. The full extent of the financial market 
dislocations and their implications for the real 
economy continue to be unclear. The threat of 
larger-than-estimated adverse effects is still 
apparent. The possibility the already realised 
higher inflation could provoke a domestic wage/
price spiral continues to pose a threat which, if 
materialised, could lead to a deeper-than-forecast 
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erosion of domestic competitiveness and a 
stronger-than-forecast slowdown in employment 
and economic growth.

The risks to the inflation forecast continue to 
be on the upside, as in the previous forecast. The 
possibility of a domestic cost spiral is now seen as 
an even greater threat than before, especially if the 
world market prices of energy and other 
commodities begin to rise again. In that case, 
producer and consumer price inflation would not 
decelerate as expected, which, in turn, would raise 
the inflation expectations of companies and 
consumers further still. The development of world 
market prices for oil and other raw materials is, 
however, very difficult to foresee, and the extent to 
which higher import and producer prices are 
passed through to consumer prices depends on a 
number of factors, such as the competitive 
situation.
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Forecast tables

�. Balance of supply and demand, at reference year 2000 prices

% change on previous year

 2006 2007 2008f 2009f 2010f

GDP at market prices
Imports of goods and services

Exports of goods and services   
Private consumption
Public consumption
Private fixed investment
Public fixed investment

2.  Contributions to growth*

 
 2006 2007 2008f 2009f 2010f

GDP, % change
Net exports
Domestic demand excl. inventory change
of which Consumption
  Investment
Inventory change + statistical discrepancy

* Bank of Finland calculations. Annual growth rates using the previous year’s GDP shares at current prices as weights.

3. Balance of supply and demand, price deflators

Index, 2000 = 100, and % change on previous year

 2006 2007 2008f 2009f 2010f

GDP at market prices

Imports of goods and services

Exports of goods and services  

Private consumption

Public consumption

Private fixed investment

Public fixed investment

Terms of trade (goods and services)

 4.9 4.5 2.3 1.3 2.1
 7.8 6.6 2.0 3.6 5.1

 11.8 8.2 4.9 2.7 4.6
 4.1 3.2 3.1 2.3 2.7
 0.6 1.3 1.0 1.3 1.4
 6.5 8.3 1.8 0.1 2.0
 -6.4 9.4 -1.1 0.5 3.9

 4.9 4.5 2.3 1.3 2.1
 2.0 1.1 1.4 -0.2 -0.1
 3.2 3.5 2.1 1.5 2.2
 2.3 1.9 1.8 1.5 1.7
 0.9 1.6 0.3 0.0 0.5
 -0.5 -0.2 -1.2 0.0 0.0

 106.3 109.5 112.5 114.1 116.0
 1.3 2.9 2.8 1.4 1.6
 106.8 109.0 113.5 117.1 119.8
 6.0 2.1 4.2 3.1 2.3

 97.9 98.5 100.0 99.9 100.2
 2.7 0.7 1.5 -0.1 0.2
 107.7 110.1 113.2 115.9 118.4
 1.6 2.2 2.8 2.3 2.2
 123.1 127.3 134.1 139.5 143.9
 3.6 3.4 5.4 4.0 3.2
 105.5 110.1 115.9 118.3 120.7
 3.1 4.4 5.2 2.1 2.0
 112.4 118.4 126.3 130.6 133.3
 4.4 5.4 6.6 3.4 2.0

 91.7 90.4 88.1 85.4 83.6
 -3.1 -1.4 -2.6 -3.1 -2.1
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4.  Balance of supply and demand, at current prices

EUR million and % change on previous year

 2006 2007 2008f 2009f 2010f

GDP at market prices

Imports of goods and services

Total supply

Exports of goods and services      

Consumption

 Private

 Public

Fixed investment 

 Private

 Public    

Inventory change + statistical discrepancy
% of previous year’s total demand

Total demand

Total domestic demand

5.  Balance of supply and demand

% of GDP at current prices

 2006 2007 2008f 2009f 2010f

GDP at market prices
Imports of goods and services

Exports of goods and services   
Consumption
 Private
 Public
Fixed investment
 Private
 Public
Inventory change + statistical discrepancy

Total demand
Total domestic demand

 167,041 179,734 188,932 194,076 201,397
 6.2 7.6 5.1 2.7 3.8
 67,195 73,102 77,705 83,013 89,241
 14.3 8.8 6.3 6.8 7.5
 234,236 252,836 266,636 277,089 290,639
 8.4 7.9 5.5 3.9 4.9

 75,489 82,228 87,576 89,899 94,214
 14.8 8.9 6.5 2.7 4.8
 122,277 128,764 136,652 143,384 150,371
 5.3 5.3 6.1 4.9 4.9
 85,864 90,610 96,043 100,597 105,580
 5.7 5.5 6.0 4.7 5.0
 36,413 38,154 40,610 42,787 44,791
 4.2 4.8 6.4 5.4 4.7
 32,212 36,517 39,014 39,976 41,694
 8.2 13.4 6.8 2.5 4.3
 28,181 31,870 34,115 34,883 36,295
 9.9 13.1 7.0 2.3 4.0
 4,031 4,647 4,899 5,093 5,399
 -2.3 15.3 5.4 4.0 6.0
 4,258 5,327 3,394 3,830 4,359
 -0.1 0.5 -0.8 0.2 0.2

 234,236 252,836 266,636 277,089 290,639
 8.4 7.9 5.5 3.9 4.9
 158,747 170,608 179,060 187,190 196,425
 5.5 7.5 5.0 4.5 4.9
     

 100.0 100.0 100.0 100.0 100.0
 40.2 40.7 41.1 42.8 44.3

 45.2 45.7 46.4 46.3 46.8
 73.2 71.6 72.3 73.9 74.7
 51.4 50.4 50.8 51.8 52.4
 21.8 21.2 21.5 22.0 22.2
 19.3 20.3 20.6 20.6 20.7
 16.9 17.7 18.1 18.0 18.0
 2.4 2.6 2.6 2.6 2.7
 2.5 3.0 1.8 2.0 2.2

 140.2 140.7 141.1 142.8 144.3
 95.0 94.9 94.8 96.5 97.5
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6.  Prices

Index, 2000 = 100, and % change on previous year

 2006 2007 2008f 2009f 2010f

Consumer price index, 2005=100

Harmonised index of consumer prices, 2005=100

Private consumption deflator                                         

Private investment deflator

Exports of goods and services deflator

Imports of goods and services deflator

Value-added deflators                                             
Value-added, gross at basic prices                                       

 Private sector

 Public sector

7.  Wages and productivity

% change on previous year

 2006 2007 2008f 2009f 2010f

Whole economy
 Index of wage and salary earnings
 Compensation per employee
 Unit labour costs
 Labour productivity per employed person

8.  Labour market

1000 persons and % change on previous year

 2006 2007 2008f 2009f 2010f

Labour force survey (15–74-year-olds)
Employed persons

Unemployed persons

Labour force

Working-age population (15–64-year-olds)

Labour force participation rate, % 
Unemployment rate, %
Employment rate (15–64-year-olds), %

 101.6 104.1 108.4 110.8 112.7
 1.6 2.5 4.1 2.2 1.7
 101.3 102.9 107.0 109.8 112.1
 1.3 1.6 4.0 2.6 2.2
 107.7 110.1 113.2 115.9 118.4
 1.6 2.2 2.8 2.3 2.2
 105.5 110.1 115.9 118.3 120.7
 3.1 4.4 5.2 2.1 2.0
 97.9 98.5 100.0 99.9 100.2
 2.7 0.7 1.5 -0.1 0.2
 106.8 109.0 113.5 117.1 119.8
 6.0 2.1 4.2 3.1 2.3
     
 107.1 110.5 114.1 116.6 119.3
 1.1 3.2 3.2 2.2 2.3
 102.8 105.6 108.7 110.6 112.9
 0.9 2.7 2.9 1.8 2.0
 130.2 135.6 141.9 148.1 153.5
 3.6 4.1 4.6 4.4 3.6
     

     
 3. 0 3. 4 5. 4 4. 5 3. 5
 2. 9 3. 5 5. 6 4. 5 3. 6
 -0. 2 1. 0 5. 0 3. 0 1. 5
 3. 1 2. 4 0. 6 1. 5 2. 1
     

 
 2,443 2,494 2,534 2,530 2,531
 1.7 2.1 1.6 -0.2 0.0
 204 183 169 173 173
 -7.0 -10.1 -7.8 2.5 -0.3

 2,647 2,677 2,704 2,704 2,704
 1.0 1.1 1.0 0.0 0.0
 3,507 3,517 3,535 3,542 3,533
 0.3 0.3 0.5 0.2 -0.3
 66.8 67.2 67.5 67.3 67.1
 7.7 6.9 6.3 6.4 6.4
 68.9 69.9 70.8 70.6 70.8
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9. General government revenue, expenditure, balance and debt

% of GDP

 2006 2007 2008f 2009f 2010f

General government revenue
General government expenditure
General government primary expenditure
General government interest expenditure

General government net lending
Central government
Local government
Social security funds
General government primary balance

General government debt
Central government debt
Tax ratio

�0. Balance of payments

EUR million

 2006 2007 2008f 2009f 2010f

Exports of goods and services (SNA)
Imports of goods and services (SNA)
Goods and services account (SNA)
 % of GDP

Investment income and other items, net
(+ statistical discrepancy)
Current transfers, net
Current account, net

Net lending, % of GDP
 Private sector
 Public sector

Current account, % of GDP

��. Interest rates

%

 2006 2007 2008f 2009f 2010f

3-month Euribor1

Average interest rate on new loans
Average rate of interest on deposits
Bank lending rate, average
Yield on Finnish 10-year government bonds1

 52.9 52.6 52.7 52.4 52.1
 48.9 47.3 47.6 48.6 49.1
 47.3 45.8 46.2 47.2 47.8
 1.5 1.4 1.5 1.4 1.3
     
 4.0 5.3 5.1 3.8 3.0
 0.9 2.1 1.7 0.6 0.2
 -0.2 -0.1 0.2 0.1 -0.1
 3.4 3.3 3.3 3.1 2.9
 5.5 6.8 6.5 5.2 4.3
     
 39.2 35.2 32.0 30.9 30.1
 35.3 31.2 28.4 27.4 26.7
 43.4 42.8 43.1 42.8 42.4
     

 75,489 82,228 87,576 89,899 94,214
 67,195 73,102 77,705 83,013 89,241
 8,294 9,126 9,872 6,886 4,972
 5.0 5.1 5.2 3.5 2.5
     
 
 539 -442 -1,625 -733 -735
 -1,327 -1,383 -1,303 -1,166 -1,206
 7,506 7,302 6,944 4,987 3,031
     
  
 0.5 -1.3 -1.4 -1.2 -1.5
 4.0 5.3 5.1 3.8 3.0

 4.5 4.1 3.7 2.6 1.5
     

 3.1 4.3 4.8 4.6 4.2
 4.8 5.9 6.4 6.3 6.0
 1.4 2.2 3.0 2.8 2.5
 3.9 4.9 5.5 5.4 5.2
 3.8 4.3 4.1 3.9 3.9
     

1 Technical assumption derived from market expectations.
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�2.  International environment

Bank of Finland forecast

 2006 2007 2008f 2009f 2010f

GDP, % change on previous year
 Whole world
 USA
 EU15
 Japan

Imports, % change on previous year
 Whole world
 USA
 EU15
 Japan

Index, 2000 = 100, and % change on 
previous year

Import volume in Finnish export markets

Export prices (excl. oil) of Finland’s trading  
 partners, national currencies
Export prices (excl. oil) of Finland’s trading  
 partners, in euro
Industrial raw materials (excl. energy), HWWA  
 index, in US dollars

Oil price, USD per barrel

Finland’s nominal competitiveness indicator1, 2

US dollar value of one euro1

1 Technical assumption derived from market expectations.
2 Narrow plus euro area, 1999 Q1 = 100

     
 5.0 4.8 3.8 3.6 4.2
 2.8 2.0 1.6 1.1 2.3
 3.0 2.7 1.3 1.1 2.0
 2.4 2.0 0.9 1.3 1.7
     
 
 9.0 6.8 5.1 5.5 6.9
 6.0 2.2 -2.3 0.2 3.7
 8.4 4.5 3.0 3.6 5.4
 4.2 1.7 0.9 3.2 4.2
     
 

 146.1 159.0 170.7 182.6 196.7
 10.3 8.9 7.3 7.0 7.7
 107.1 109.7 114.2 116.7 119.1
 3.5 2.5 4.1 2.2 2.1
 95.9 96.2 96.4 99.0 101.1
 3.1 0.2 0.2 2.7 2.2
 194.7 224.5 255.2 232.7 224.5
 32.6 15.3 13.7 -8.8 -3.5

 65.4 72.7 109.8 107.1 109.0
 20.1 11.2 51.0 -2.4 1.7
 101.9 104.0 108.1 107.6 107.5
 0.3 2.1 3.9 -0.5 -0.1
 1.26 1.37 1.49 1.41 1.40
 0.9 9.1 9.0 -5.6 -0.8
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